UNITED STATES BANKRUPTCY COURT
FOR THE EASTERN DISTRICT OF PENNSYLVANIA

Inre : Chapter 7

JACK GREENBERG, INC., ; Bankruptcy No. 95-13891DWS
Debtor.

LARRY WA SLOW, Trustee for : Adversary No. 97-0068

Jack Greenberg, Inc.,
Plaintiff,

V.

GRANT THORNTON LLP,

Defendant.

OPINION

BY: DIANE WEISS SIGMUND, United States Bankruptcy Judge

Before the Court is the motion (“Motion”) of Defendant Grant Thornton, L.L.P.
(“Grant Thornton”) for summary judgment of the claims set forth in Countsl||, I, 1V and V
of the Amended Complaint (“Amended Complaint”) for “negligence,” “fraud,” “negligent
misrepresentation” and “aiding and abetting fraud,” respectively. A hearing on the Motion
was held and the parties have submitted post-hearing briefs. The matter is now ripe for

decision. Upon considerationand for the reasons stated below, | grant theM otionin part and



deny it in part.
BACKGROUND
A. The Debtor

Plaintiff, Larry Waslow (the “Trustee”), is the Chapter 7 Trustee for the Debtor,
Jack Greenberg, Inc. (“*Debtor”). Amended Complaint 1.' The Debtor is a corporation
whose business was the wholesal e and retail sale of domestic and foreign meat and cheese
products. Id. 3. The President and Vice President of the Debtor were Emanuel Greenberg
(“Emanuel”) and Fred Greenberg (“Fred”), respectively. 1d. 6. Emanuel and his family
own fifty percent of the stock while Fred and his family own the other fifty percent.
Deposition of Fred, dated Nov. 13, 1998 (hereinafter referred to as “Fred Dep.”) at 15;
Deposition of Emanuel dated December 8, 1998 (hereinafter referred to as“ Emanuel Dep.”)
at 76.> While the business was operating, Fred and Emanuel, together with their mother,?
were also the directors of the company. 1d. at 41.

In 1986 or 1987, Steve Cohn (“Cohn”), was hired by Debtor as its controller.

! The paragraphs of the Amended Complaint cited herein were admitted by Grant Thornton
in its answer to the Amended Complaint.

2 The entire transcripts, including exhibits, for the depositions of Fred and Emanuel are
attached as Exhibits A and C to the Motion. Exhibits A through M of the Motion are contained in
athree volume appendix to the Motion.

® At some point in timebefore 1995, Fred’s mother resigned from her position as director.
Fred Dep. at 41.
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Deposition of Cohn dated January 19, 1999 (hereinafter referred to as “Cohn Dep.”) at 11.*
He held that position until sometime in 1995 when his title was changed to Chief Financial
Officer. 1d. at 12. Asthe company’s controller, Cohn “was regponsible for theaccounting
area of the company, including the payables, receivables, payroll.” 1d.at 17-18. Inthisrole,
he al so prepared monthly financial statements. I1d. at 23. In addition, hewasin charge of the
data processing area and was involved in adminigrative matters with the banks with which

the Debtor dealt.® Id. at 18.

* The entire transcript, including exhibits, for Cohn’ s deposition isattached as Exhibit B to
the Motion.

> Emanuel testified as follows regarding Cohn’s job responsibilities:

Q. What were Mr. Cohn’s job responsibilities when he
was hired?

A. He was the controller.
Q. What did that entail?

A. Preparing financial statements. Responsible for
controls, internal controls. Chief financia officer.

Q. What was the condition of the internal controls when
Mr. Cohn came on board?

A. | would say they were sloppy and | think he made
great strides in correcting tha.

Q. What did he do?

A. WEell, he instituted different policies about the girls

who ran the cash boxes, how they would check out,

and | think there were proceduresthat he organizedin

the office amongst the office people. He got as much
(continued...)
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B. Debtor’s Credit Facilities

In the early 1990's, Debtor had credit facilities with three banks, namely Meridian
Bank, Philadel phiaNational Bank and FirstFidelity Bank (hereinafterreferredto collectively
asthe “Banks’). Amended Complaint at 16. Asacondition to one or more of these credit
facilities, Debtor wasrequired to limit the aggregate amount of itsborrowing from the Banks.
Cohn Dep. at 97-98. During the period in question, the aggregate amount varied from
$10,000,000 to $15,000,000. Id. at 98-99. Emanuel, Fred and Cohn were each aware of the
Debtor’ s aggregate borrowing limits. 1d. at 106; Fred at 30-34. While Fred was not aware
at any time that D ebtor had exceeded its aggregate borrowing limit with the Banks, Emanuel
was aware on a daily basis of the amount of money which Debtor had borrowed from its
lenders. Id. at 188; Emanuel Dep. at 78. Onamonthly basis, Cohn completed certifications
which he sent to at least one of the Banks stating the aggregate amount of the Debtor’s

borrowings. Cohn Dep. at 105-106.

C. Prepaid Inventory and Fred’s Fraudulent Conduct

(...continued)
as he could onto the computer. He was generating
statements on the computer. And he basically took
control of everythingthat he could. Theonly thing he
couldn’t control was the prepaids.

Q. Was that because Fred wouldn't let him?
A. Fred wouldn’t le him.

Emanuel Dep. at 121-22.



As part of its business, Debtor would purchase frozen meat from overseas. Because
theoverseasvendorsrequired prepayment in adv anceof delivery, Debtor would pay for these
products prior to its receipt of them. Debtor recorded these prepaid products as “ prepaid
inventory” on its balance sheets. Emanuel Dep. at 35-36; Cohn Dep. at 13-14. Pursuant to
Debtor’ s accounting policy, after an item of “prepaid inventory” was “received” by Debtor,
it was supposed to be reclassified as “merchandise inventory” on the balance sheet.® Fred
Dep. at 51-52; Cohn Dep. at 13-14. Debtor deemed an item to have been received after it
was delivered to Debtor's warehouse and inspected by the United States Department of
Agriculture. Fred Dep. at 51; Emanuel Dep. at 36-37.

Until the fall of 1994, Fred was in charge of the Company’s prepaid inventory of
frozen meat.® Emanuel Dep. at 31-32; Cohn Dep. at 22-23, 73 (Fred assumed sole
responsibility for the imported frozen beef portion of the business); Amended Complaint
at 110. He ordered the vast majority of this product for the company. Fred Dep. at 46.

Generally, Fred would place an order with avendor. Id. at 47. Then, the meat would be

® Accordingto Fred, “ prepaid inventory” wasinventoryfor which the company had paid but
which had not yet been received at the company’ s warehouse while “merchandise inventory” was
inventory located at the company’s warehouse. Fred Dep. at 44.

" Fred resigned from his position as Vice President of the Debtor in the fall of 1994
immediately after admitting that he had falsified the company’s prepaid inventory records as
described infra at 22. Emanuel Dep. at 80.

® Apparently, Debtor also prepaid for hamsordered from United Cannersin order to obtain
atwo percent discount. Emanuel Dep. at 34-35, 50, 59-61, 84-85. For aperiod of time, Fred was
the only one ordering these hams, but beginning in the summer of 1993, Emanuel also began
ordering the hams. 1d. Fred falsified some of the receiving records for hams which Emanuel
ordered. 1d. at 64-66.
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inspected overseasby the applicable authority, loaded into refrigerated containers and placed
on aboat. Id. at 47-49. While the shipment was underway, notice of it would be given to
Debtor and D ebtor would prepay for the meat. 1d. at 49-50. When the shipment reached a
port in the U nited States, a custom broker, John A. Steer, Inc. (* John Steer”), would arrange
for entry with United States custom officials. I1d. at 50. Thereafter, John Steer would send
notice of the delivery to Debtor. Id. at 51. The shipment would subsequently be delivered
to the Debtor’ s warehouse, opened up and inspected by an inspector from the United States
Department of Agriculture (“USDA"). Id. at 51. For each shipment that passed inspection,
the inspector completed a form, namely Form 9540-1. Burns Dep. at 98, 105. This form
showed the date upon which the shipment had arrived in D ebtor’ swarehouse. 1d. After a
shipment passed inspection, it was received into inventory. Fred Dep. at 51. Debtor’s
warehouse manager, Chuck M cCloskey, was responsible for overseeing theinventory count
when it arrived at the warehouse, stamping the meat after it was inspected and signing off
on a document (“Delivery Receipt”) which identified the date of arrival, the vendor, the
product and the total number of boxes received. Cohn Dep. at 32-35, 48; Emanuel Dep.
at 20-21. ThisDelivery Receipt would then be attached to the shipping document from the
vendor. Id. at 35. Fred had sole responsibility for matching up the Delivery Receipt to the
invoices and providing these documents to Cohn so that he could enter the inventory as
received as of the date listed onthe Delivery Receipt. Fred Dep. at 58-59, 134 (Fred wasthe

only one at the company assgned the responsibility of providing Cohn with the receiving
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dates of prepaid inventory), 136 (from 1990 through 1994, Fred was the only person
responsible for “assembling the documentation on prepaid inventory”); Emanuel Dep. at
32-34 (“Fred matched up the receiving invoices, and when he -- when the product was
received, he matched them up and turned them in to Steve [Cohn] to be recorded.”).
However, beginning sometimein 1987 or 1988, Fred began discarding theDelivery Receipts
which he received from the warehouse manager and substituting new receipts. 1d. at 86.
On the new receipt, he forged the warehouse manager’ sinitials and recorded an incorrect
receiving dateto makeit appear asthough theinventory wasreceived by the Debtor at alater
date than it was actually received. Fred Dep. at 70-71, 80. He provided this false
informationto Cohn. 1d. at 81. Cohn used thefalseinformationin preparing the company’s
prepaid inventory log for the company’ sfinancial statements. 1d. at 81; Emanuel Dep. at91.
Because of this, the financial statements overgated the amount of prepaid inventory, and
misstated the company’s net income and the cost of goods sold. 1d. at 84-85.

Fred manipulated the dates upon which the prepad inventory was received in order
to make it appear that the company’s operations generated the same general financial
performance from period to period. 1d. at 88. He did this by determining how much
inventory needed to be prepaid inventory so that the percentages of gross profit and net

income would remain consistent.’ |d. at 88-89. See also Emanuel Dep. at 52 (Fred falsified

°® When asked to explain his reasons for falsifying the Delivery Receipts, Fred testified as
follows:

(continued...)



%(...continued)

A.

o > O 2

In the early 1980's, Grant Thomton discovered
accounting errorsin the areaof approximately

$4 million which we were never ableto find. It had
to do with, | believe, the accounts payable and the
genera ledger. At that point, the company was
starting to lose money. My father was still aive, he
wasill. Andin order to avoid aggravating his
ilIness, | started the practice so he would feel better
about his business.

And your desire, though, was to perpetuate the
family business even after his death?

Yes.
And pass it on to your son?
Yes.

And was there a general problem with the market in
the early 1990s?

The market changed. There were significant
changes occurring in the market which adversely
affected us.

What were those?

Our types of customers were changing.
Independents, which we spedalized in, small
independents, were going out of business and larger,
big companies wae coming in, which in order to
sell, we had to sell at reduced margns.

And your hope was that that would turn around at
some point in time?

Yes.

(continued...)



“the amounts of the prepaids to increase the earnings statement.”).

D. Grant Thornton, its Audits and the Discovery of Fred’s Fraud

Grant Thornton, a publicaccounting firm, provided accounting and auditing services
to Debtor from 1986 through 1994. A mended Complaint 5. For each of its audits, Debtor
and Grant Thornton entered into a letter agreement which set forth the terms of Grant
Thornton’s engagement. Fred Dep. at 134-35 & Exhibits16 and 23 thereto; Cohn Dep.
at 51-52. In connection with each audit, Grant Thornton also required Fred and Emanuel to
make written representations to it on behalf of the Debtor. Cohn Dep. at 69-70. 1d.

To facilitae each of its audits, Grant Thornton provided Cohn with an “ Engagement
Compliance Checklist” identifying the information which was needed for the audit. Cohn
Dep. at 52-56. Cohn would assemble the requested information and provide it to the
auditors. Id. One of theitemslisted on the af orementioned checklist was “[d]etall listing of

invoices comprising prepaid inventory, invoices and receiving reports on the list.”* 1d. at

%(...continued)
Fred Dep. at 132-133. When asked whether his conduct also enabled him to keep hisjob
because it made the company look good, Fred responded: “Kegp ajob? | never thought about it,
really.” Id. at 188-89.

10 Except for the requested information on the Debtor's prepaid inventory, Cohn

accumulated all of the information on the checklist in a timely manner and provided it to Grant
Thornton before the commencement of its audit. Deposition of Joseph Barker, dated January 20,
1999 (“Barker Dep.”) at 46 [excerpts from Barker's Deposition are attached as Exhibit F to the
Motion and as Exhibit A to Plaintiff’s Memorandum of Law in Opposition to Defendant’s Motion
for Summary Judgment (“ Trustee' sMem.”)]. However, with regard to the information on prepaid
inventory, Fred was aways late in providing this informati on to Cohn so Grant Thornton always
received it “a couple of daysinto the audit.” 1d.
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55-56. For each audit, Fred provided Cohn with a package of documents to satisfy thisitem
on the checklist and Cohn provided the package to Grant Thornton. 1d. at 55-58; Emanuel
Dep. at 86-87, 92. The package included government forms, bills of lading, insurance
information and the Delivery Receipts purportedly prepared by the warehouse personnel
evidencing the date upon which the inventory was received at theDebtor’ swarehouse. Fred
Dep. at 86-87; Cohn Dep. at 56; Deposition of David Burns dated January 18, 1999
(hereinafter referred to as“ Burns Dep.”), at 67-68, 73, 98;*' Deposition of Eric Nagle dated
January 22, 1999 (hereinafter referred to as “Nagle Dep.”), at 21-22.** Importantly, the
package did not include theform, namely Form 9540-1, which the inspectorfromthe USDA
completed when he inspected a shipment. Burns Dep. at 180. This form provided an
independent means of verifying the date upon which a shipment of prepaid inventory was
received in Debtor’ swarehouse. Cohn Dep. at 132; Fred Dep. at 95. While Grant Thornton
was aware that these forms existed as early as 1988, it did not discover that Debtor had
access to them until its audit in 1993. Burns Dep. at 159, 162-63, 167.

In addition to the af orementioned package of information which Fred compiled, Cohn
would also provide Grant Thornton with acomputer generated “Prepaid Inventory Log” to
show the items for which Debtor had paid but had not received. Cohn Dep. at 59-66. The

information on thislog was based onthe fraudulent receiving dates provided by Fred. Fred

1 Excerpts from Bums' deposition are attached as Exhibit G tothe Motion and as Exhihit
B to the Trustee's Mem.

12 Excerpts from the Nagle deposition are attached as Exhibit E to Trustee's Mem.
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Dep. at 80-85.

In performing its audits, Grant Thornton tested 100% of the prepaid inventory
transactionswhich meant that Grant Thornton examined every invoicefor prepaid inventory
and reviewed the Delivery Receipts to confirm if and when a delivery had been made.
Barker Dep. at 54, 95, 97-98. T he sole document upon which Grant Thornton relied in
determining whether and, if so, when a shipment of prepaid inventory had been received at

Debtor’s warehouse was the Delivery Receipt which, as disclosed above, was an internally
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generateddocument. BurnsDep. at 106,108, 132 (Grant Thornton used the“ receiving ticket
generated by the segregated receiving department to verify” the accuracy of the dates on
which inventory was received.). Grant Thornton believed that it was acceptable to rely on
the Delivery Receipt to verify the date of delivery because Debtor's internal control
proceduresfor inventory werebased on a system of “segregation of duties.” 1d. at 105-106,
133. Asked to explain what this meant, one of Grant Thornton’s employees testified:
A. The warehouse would receive theinformation or
would receivethe merchandiseindependent of the
accounting department and independent of the

accounts payable department.

Q. When you say “independent of,” what do you
mean specifically?

A. They are receiving it with no interference from
another department. They are signing a delivery
receipt and then just forwarding that document
on.

Q. Do you meanto say that there aredifferent people
in those departments that are segregated, so there
are actually different people performing these

functions?
A. Yes.
Q. So there’ s no overlap in the function?
A. No.

Barker Dep. at 12-13." In basing itsauditing procedures for Debtor’ sinventory on D ebtor’s

'3 Eric Nagle was also asked to explain the phrase “segregation of duties’:

(continued...)
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“segregation of duties,” Grant Thornton was operating under the belief that there was no
difference betweenthe procedureswhich Debtor utilized for handling shipmentsof domestic
meat and imported meat which was not the case.!* Barker Dep. at 40; Cohen Dep. at 36,
153-154; 174-175. After delivery of a shipment of domestic meat, the invoice was placed
in a“metal box” where it was kept until submitted for payment to the Accounts Payable
Department. Cohn Dep. at 153-54; 174-75. For shipments of imported meat, the invoices
were not placed in the box since they had already been paid and, therefore, were not sent to

the AccountsPayable D epartment. 1d. Whether Grant T hornton would have altered itsaudit

(...continued)
Q. You speak of segregation of duties. What do you
mean by that?

A. Somebody is separate — you know, the purchasing
function is separate from the receiving function and
theapproval functionisdifferent fromthepersonwho
executes the transactions.

Q. Does that mean that there are separate peoplethat do
these different functions?

A. Yes. Separate people or departments.

Nagle Dep. at 15.

*"In opposition to the Motion, the Trustee submitted an expert report (“ Trustee's Expert
Report™) by Philip J. Santarelli, CPA (“Santarelli”), of Parente, Randolph, Orlando, Carey &
Associates which opines that Grant Thornton’s audits did not comply with Generally Accepted
Accounting Principles and Generally Accepted Auditing Standards. See Exhibit G to Trustee's
Mem. In support of his conclusion, Santarelli expands on Grant Thornton’s failure to understand
the internal procedures which applied to Debtor’s prepad inventory business. See Exhibit G to
Trustee’sMem. at 6-12.
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procedures vis-a-vis the Debtor’ s pre-paid inventory if it had been aware of this distinction
Is unclear.

At the conclusion of each audit during years 1990-1993, Grant Thornton issued a

report entitled” Internal Control Structure Reportable Conditionsand Advisory Comments.” *°

See Exhibits| (1990,1991 and 1992 reports) & J(1993report) to Trustee’sMem.; Fred Dep.
Exhibits 25 (1991 report) & 26 (1992 report). This report contained recommendations for
improving the Debtor’ sinternal control structure. 1d. With regard to prepaid inventory, the
languagein the 1990, 1991 and 1992reportsis almost identical . It condsts of one paragraph
which isincluded within the section labeled “Inventory.” The 1992 report states:

Prepaid inventory is manually reconciled monthly,
approximately 60 to 90 days after month-end.*® The amount of
prepaid inventory hasincreased from approximately $2,474,000
in 1989 to $7,492,000in 1992."" Each item within this category
represents asignificantamount. Prepaidinventory should be set
up on a personal computer and updated daily from purchases.
This would identify a problem much sooner and reduce the risk
of loss should such a problem occur.

Fred. Dep. Exhibit 26 (footnotes added). W hile Cohn and Emanuel agreed that it would be

' Cohntestified that he assisted Grant Thornton in drafting these reports by reviewing them
indraft formand providing commentsthereon. Cohn Dep. at 71. Cohn viewedthereportsasa“way
to adert Manny [referring to Emanuel] and Fred that there were problems.” Id.

16 The 1991 report states: “ Prepaidinventory ismanually reconciled monthly, approximately
45 to 60 days dter month-end.” Exhibit | to Trustee's Mem.

" The 1990 report states that “[t]he amount of prepaid inventory has increased from
$2,473,556 in 1989 to $5,532,852in 1990.” Exhibit I. to Trustee’'s Mem. The 1991 report states
that “[t]he amount of prepaid inventory has increased from $5,532,352 in 1990 to $6,482,610 in
1991.” 1d.
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beneficial to the Debtor to record the company’ sinformation regarding prepaid inventory on
a computer, Fred refused to implement this suggestion. W hen questioned on this matter,
Cohn testified as follows:

Q. There's arecommendation in thethird paragrgph
of the last sentence [on the second page of the
Internal Control Structure Reportable Conditions
and Advisory Comments report dated June 28,
1991] that prepaid inventory should be set up on
a personal computer and updated daily for
payments and receipts; do you see that?

A. Yes.
Q. Was that something that you agreed with?
A. Yes.

Q. Do you recall discussing that recommendation
with Mr. Fred Greenberg?

A. Yes.
Q. What about Manny Greenberg?
A. Yes.

Q. And was the recommendation implemented in
1991 or at any time after that until 19957

* % *

A. What | am thinking this meant was to actualy —
that this was my suggestion — that we should put
it on the computer and show from receiving all
the way through to receipt. That was my
suggestion.
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By May of 1992, | had actually created this
sheet and | presented this sheet to Fred directly,
who was sitting here. And Manny who sat right
next to him right here was there to listen.

| told Fred how this was a great idea and
how | believed that this would be a big step
forward in being able to monitor the inventory
and determine what w as open.

Up until thispoint, it wason somescribble
that Fred maintained, on a note pad.

| had presented it to him. | had a whole
format and it would maintain prices and | created
so we could show margin and | was actually very
proud of what | had put together.

And | showed it to Fred, looked at it and |
said isn’t this great? We can do this? And |
needed help because he needed to give me the
information. And | said don’t you want me to do
this? And he looked up at me and said no.

| was flabbergasted. | looked over to
Manny. Hejust sat there. And | was furious. ...
| didn’'t talk to Fred for weeks. | was — | was
having a hard time dealing with it. | couldn’t
imagine why he wouldn’t want me to do this. It
was such a good thing for the company. And he
didn’t want me to do it.

| thentried to do it on my own without his
help. And we used to run back and forth trying to
get these receivings [referring to the Delivery
Receipts|] that Chuck was preparingand itbecame
agame. | became alaughing sock becauseit was
ajokethat | was trying to get thisinformation.

You could see from my desk, you could
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Cohn Dep. at 72-77.

see the window when these trucks were coming
in. | used to run out to the warehouse. | used to
try and make copies and actually asthiswasgoing
on, | was coming very closeto discovering what
was going on back in ‘92.

It became so frustrating, | threw my arms
up, probably only weeks before | could have
discovered what was going on and said I’m not
going to play this game with you anymore and
little did | know a the time that here was
something goingon. It probablywould have been
blown out of the water right at that time.

Did [Emanuel] do anything to force Fred to
implement the recommendations as outlined in
Exhibit 25 [referring to the Internal Control
Structure Reportable Conditions and Advisory
Comments report for June 28, 1991] or the
recommendations that you presented at the
meeting you described?

Manny would turn to Fred. Theywould probably
argue and Manny would say, Fred, it would be
good for thecompany. Fred, you know, come on.
It would be better, you know, Fred — he would
never take that as a $and that he needed to take.
He needed to say, do you know what? Y ou don’t
likeit. Screw you. We're doing it.

And that actually happened with the hams;
after we threw out aton of hams.

Okay.

But he never got involved in the meat.
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During the course of its audit in 1993, Grant Thornton noticed that the time periods
between the arrival dates noted on the forms which D ebtor’s custom broker, John Steer,
prepared when a shipment arrived in the United States and the arrivd dates recorded on the
Delivery Receipts at Debtor’ s warehouse were getting longer. Barker Dep. at 86-88, 94-95.
When Grant Thornton raised this issue with Fred, he attributed the lengthening time period
to “floods in the Midwest” which caused a delay in “ getting some of the inventory from the
West Coast to the East Coasts.” 1d. at 88. Grant Thornton verified Fred’s explanation by
contacting John Steer. Id. Thereafter, Grant Thornton continued to use the same method of
auditing D ebtor’s prepaid inventory, relying upon its conclusion that the procedures it was
utilizing “more than covered the GAAS requirements” Id.

Near the end of itsauditin 1993, Grant Thornton discovered that Debtor had access
to the UDSA Forms 9540-1. Burns Dep. at 157, 168, 180; Cohn Dep. at 131-32. The
discovery was made when one of Grant Thornton’s employees happened to open a drawer
in the receiving derk’s office in the warehouse and found a stack of these forms in no
numerical sequence and order. Burns Dep. at 157, 162, 168, 180. While an attempt was
made to match these formswith the Delivery Receipts so that the dateslisted on the Delivery
Receipts could be verified, the task proved insurmountable and was abandoned. |d. at 180;
Cohn at 131-32. Grant Thornton was also advised that many of the forms had been thrown
out. BarkerDep. a 99. Grant Thornton did not attempt to obtain copiesof theformsfor its

1993 audit because its audit procedures for that year did not require them. 1d. See al
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BurnsDep. at 162-63, 167 (based on Grant Thornton’s understanding of how Debtor ran its
business, Grant Thornton was satisfied with its 1993 audit procedure of using the Delivery
Receipt to determine when inventory was received and did not find it necessary to obtain
copies of the utilizethe USDA forms). However, Grant Thornton decided that since the
Debtor had access to the forms, it wanted them produced for the 1994 audit so that it could
use them to verify the date recorded on the Delivery Receipts. Barker Dep. at 98-99; Burns
Dep. at 162-63.

Deviating from past years, Grant Thornton changed the Internal Control Structure
Reportable Conditions and Advisory Comments which itissued in connection with its 1993
audit to include a new section focusing exclusively on prepaid inventory. Thisnew section
provided, in pertinent part:

Prepaid Purchases (New in 1993)

There is no formal policy for tracking and recording
prepaid purchases. Documentation detailing the arrival of
shipments form [sic] overseas and inspection by the USDA is
not retained by the Company. Since prepaid purchases represent
asignificant amount, approximately 40% of total assets and 60%
of total inventory, detailed records should be maintained by the

Company.

For each individual prepaid purchase, the Company
should have:
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FSIS Form 9540-1"® with the vessel name,
container number, transportation company,
arrival date, consignor, custom entry
number and country of origin. Thisform
should be signed and dated by the FSIS
official and by the inspector.

* * *

Copy of the daily receiving log from the
dock. This log should include the
contai ner number, transportation company,
dated received, product description and
weight (pounds and cartons). This log
should be initialed by the employee
receiving the shipment.

Additionally, aprepaid purchase control sheet should be
maintained by the controller. This control sheet should detail
the purchase order number and date, date paid, vendor, invoice
number, date and amount, product description and weight,
shipment vessel, container marks, date arrivedin count[r]y, date

arrived at Company or warehouse and date inspected.

Examples of a control log and receiving report can be

found on Exhibits A and B.

Cohn Dep. at 130.

Exhibit Jto Trustee’sMem; Fred Dep. Exhibit 20. Prior to this report, Grant Thornton had

never recommended that Debtor, nor required D ebtor to, retain the Form 9540-1 for its audit.

In response to questions regarding this new section on prepaid inventory in the

Internal Control Structure Reportable Conditions and Advisory Comments report issued in

conjunction with Grant Thornton’s 1993 audit, Cohn testified as follows:

8 The FSIS Form 9540-1 is the form which the USDA inspector completed when he

inspected shipments of inventory arriving at Debtor’ s warehouse.
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Do you seeasection in the letter [referring to the
report on Internal Control Structure Reportable
Conditions and Advisory Comments for July 2,
1993] that pertains to prepaid purchases?

Yes.

What do you recall specifically, if anything,
Mr. Cohn, about the genesis of this letter and its
preparation by the accounting firm?

This specific comment came outbecause wewere
unable to, by a third party, determine the
receiving of the prepaid inventory.

And that’s for the 1993 audit?

Yes, ‘93 audit.

And by thisspecific comment, you are referringto
the section entitled prepaid purchases,
parenthesis, new in 1993, closed parens?

Yes.
And GT3813?
That’s correct.
Okay.
Thiscomment wasput inhereand | believe David
Burns probably wrote this and it was so that Fred
would be required — and this wasn’t really as
much of a comment as it became a requirement.
They weren’t suggesting this.

They werebasicallytelling himthisiswhat

you need to do and they told him that we no
longer are going by you're [sic] referring. We
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want the inspector, the third party to be attached
to every prepaid invoice.

Q. Was [Emanuel] Greenberg advised of that
requirement?

A. Y es. They both were. [Emanuel] had no problem
with it whatsoever.

Q. You will notice that this comment refers to
examples of a control log and receiving report
attached as Exhibits A and B to this | etter.

And if youlook at Exhibit 20, Exhibit A is
there ... afrozen beef daily receiptslog. Do you

see that?
A. Yes.
Q. Do yourecognizethat form?
A. It'saform | created and | had asked Grant to put

that into the letter because if | had this

information, | would have been able to do my

schedule. So, | wasbasically going through Grant

to get what | thought we needed to make this

thing work.
Cohn Dep. at 85-87.

During the course of the year leading to the 1994 audit, Fred did not comply with

Grant Thornton’ srecommendation and/or directive regarding the USDA forms. 1d. at 89.
Cohn advised Grant Thornton of thisfact; Grant Thornton held ameeting & which it advised

Fred that it needed these forms for its 1994 audit. 1d. at 89-91. Still Fred did not comply.

Id. After commencing its 1994 audit, Grant Thornton was once again provided with a
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package of prepaid inventory documents which did not include the USDA forms. Burns
Dep. at 175. Thereafter, a series of meetings was held discussing Grant Thornton’ s need for
these formsand how to get accessto them. Id. at 175. Eventually, Grant Thornton advised
Fred that unless the forms were provided with the rest of the documentation, it would have
to consider limiting the scope of its audit or resigning from the account. 1d. at 176. Inor
about October of 1994, Fred provided the USDA formsto Grant Thornton. Fred Dep. at 95.
However, before he did so, healtered the dates on them. Id. Apparently, the alteration was
So obvious that after reviewing the forms for only ten seconds, Grant T hornton knew there
was aproblem. Cohn Dep. at 92-94; 135-136. Grant Thornton informed Emanuel and Cohn
that the dates were falsified and terminated the audit. Id. at 93-94; Emanuel Dep. at 14-15.
When Emanuel confronted Fred about the fal sifiedreceivingdates, headmitted “ ev erything.”
Emanuel Dep. at 52.*°

Thereafter, Debtor, with Grant Thornton’ sassistance, began the process of attempting
to determine the extent to which Fred’ s manipulation of the receiving dates had distorted and
affected the Debtor’s financial condition. Cohn Dep. at 94. After that determination was

made, Emanuel and Fred, accompanied by Debtor’ scounsel, notified each of the Bankswhat

9 Tedtifying the Fred admitted falsifying the receiving dates, Emanuel stated:

He admitted it. Hetold me everything. He told me he started it and
in hiswords, | think he used the phrase inthe last year of my father’'s
lifeiswhen he started doing it. And he thought he would be able to
put it back the following year.

Emanuel Dep. at 52.
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had happened. 1d. at 166. Debtor continued in business thereafter for approximately six

months.

E. The Practice of Holding Checks

Prior to and during the 1990's, checkswere generated by Debtor to pay certain bills
but, rather than being promptly mailed to the intended recipient, the checks would be held
fortwotofour weeks. Fred Dep. at 138-39; Emanuel Dep. at 78-79; Cohn Dep. at 138. Fred
was responsibleforengaging in thispractice; hetestified that the purpose of the practice was
to conserve money. Fred Dep. at 139. Emanuel tried to persuade Fred to stop holding
checks, but Fred would not stop doing it. Emanuel Dep. at 79. When Grant Thornton
conducted its audit, it would “run a tape of all the checks in the safe” and make an
adjustment “back to cash” inits journal entry. Cohn at 138-140. Emanuel was aware that
Grant Thornton was making these adjustments for the checks. When questioned on this
topic, Emanuel testified:

Q. Did you understand that the practice of holding
checks understated cash and accounts payable

bal ances?
A. They were factored back in at the end of the year.
Q. How was that done?

A. They counted up the checksand they changed the
accounts payable. Therecords were corrected at
year end.

Q. In other words, some adjusting journal entries
were made to accurately reflect —
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A. What was paid and not paid.
Q. And you were aware that was being done?
A. Yes.

Emanuel Dep. at 88-89.

Grant Thornton disapprovedof thispracticeof holding checks. InitsInternal Control
Structure Reportable Conditions and Advisory Comments reports for 1990, 1991, 1992 and
1993, Grant Thornton stated, in similar fashion:

Checksfor payment of vendor invoices are prepared and signed,
but not always mailed immediately. The disbursement is
recorded when the check is produced, understating the cash and
accounts payable balances. Held checks at June 29, 1990
amounted to approximately $2,559,000.° Having checks held
also increases the risk of theft, loss or error. Checks should be
prepared only when they are to be mailedto properly reflect the

company’s financial position and to safeguard against |oss.

Exhibits| and Jto Truste€ s Mem.

F. The Bankruptcy and Adversary Proceeding

On May 19, 1995, an involuntary petition requesting an Order for Relief under
Chapter 7 of the Bankruptcy Code wasfiled against the Debtor. On June 21, 1995, an Order
for Relief was entered and the case was voluntarily converted by the Debtor to a case under
Chapter 11. Approximately one month later, on July 25, 1995, the case was reconv erted to

acase under Chapter 7. Thereafter, the Trustee was el ected and his el ection was confirmed.

20 1n 1991, this amount was $1,852,000; in 1992, it was $1,022,000; and in 1993, it was
$840,000. See Exhibits| and Jto Trustee's Mem.
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On February 5,1997,the Trustee commenced this adversary proceeding against Grant
Thornton by filing acomplaint (“Complaint”) containing eight counts. Grant Thornton filed
amotion to dismiss Counts | through V of the Complaint which contained claims for breach
of contract, negligence, fraud, negligent misrepresentation, and ading and abetting,
respectfully.”* By Order dated August 6,1997, | denied Grant Thornton’ s motion insofar as
it sought the dismissal of Counts Il and IV, but granted it with respect to Countsl, 111 and V.

SeeWaslow v. Grant Thornton, L.L .P. (InreJack Greenberg, Inc.), 212B.R.76 (Bankr.E.D.

Pa. 1997) (hereinafter referred to as“Waslow 1”). Because | dismissed Countslll and V for
failure to satisfy the pleading requirements of Rule 9(b),?* | granted the Trusee an
opportunity to file an amended pleading for these counts.

On September 5, 1997, the Trustee filed the Amended Complaintreasserting the same
claims, but including additional allegations in support of CountslIl and V. On September
18, 1997, Grant Thornton filed an answer to the Amended Complaint except for Counts 111
and V. With regard these two counts, for fraud and aiding and abetting fraud, respectively,
Grant Thornton moved to have them dismissed for failure to gate a claim under Fed. R. Civ.
P. 12(b)(6) and failure to plead fraud with particularity as required by Fed. R.Civ. P. 9(b).

| denied the motion. See Waslow v. Thornton (In re Jack Greenberg, Inc.), 1997 WL 860673

(Bankr. E.D. Pa. Dec. 12, 1997). Shortly thereafter, Grant Thornton filed an answer to

L The remaining three counts of the Complaint alleged claims under 11 U.S.C. § 547(b);
11 U.S.C. § 549; and 11 U.S.C. § 548(a)(2)(A).

22 Fed.R.Civ.P. 9(b) is made applicable hereto by Fed.R.Bankr.P. 7009.
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Counts 11l and V of the Amended Complaint.

After conducting extensive discovery, Grant Thornton filed the instant Motion and
accompanying memorandum of law. See Brief in Support of Grant Thornton’s Motion for
Summary Judgment (“Grant Thornton’s Mem.”). The Trustee subsequently filed his pre-
hearing memorandum and Grant Thornton filed areply. See Reply Brief in Support of Grant
Thornton’ s Motion for Summary Judgment (* Grant T hornton’ sReply”). A hearingwas held
on the Motion subsequent to which each of the parties submitted a post-hearing
memorandum. See Plaintiff’s Supplemental Memorandum of Law in Opposition to
Summary Judgment Motion of Defendant, Grant Thornton LLP (“ Trustee’s Supp. Mem.”);
Supplemental Brief in Support of Grant Thornton’sMotion for Summary Judgment (“ Grant

Thornton’s Supp. M em.”).

DISCUSSION
I. STANDARD OF REVIEW
Rule 56 of the Federal Rulesof Civil Procedure governing summaryjudgment ismade
applicable in the bankruptcy court by Bankruptcy Rule 7056. Pursuant to Rule 56 summary
judgment should be granted when the “ pleadings, depositions,answersto interrogatories,and
admissionsonfile, together with the affidavits, if any, show that there is no genuine issue as
to any material fact and that the moving party is entitled to ajudgment as a matter of law.”

Fed.R.Civ.Pro.56(c). The Court'srolein applying thisrule is not to weigh the evidence but
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to determine only whether there is a disputed, material fact for determination at trial.

Andersonv. LibertyLobby, Inc.,477U.S. 242, 247-50, 106 S.Ct. 2505, 2510-11,91 L .Ed.2d

202 (1986). All facts and inferences are construed in the light most favorable to the non-

moving party. Boyle v. County of Allegheny Pennsylvania, 139 F.3d 386, 393 (3d Cir.

1998). To successfully oppose summary judgment, a nonmoving party may not rest on his
pleadings, but must designate specific factual avermentsthrough theuse of affidavitsor other

permissible evidentiary material that demonstrate atriable factual dispute. Celotex Corp. v.

Catrett, 477 U.S. 317, 324, 106 S.Ct. 2548, 2553, 91 L.Ed.2d 265 (1986); Anderson, 477
U.S. at 247-50, 106 S.Ct. at 2510-11. Such evidence must be sufficient to support a jury's

factual determination in favor of the nonmoving party. |d.

II. THE BASES OF THE MOTION

In support of its Motion, Grant Thornton raises the following three principal
arguments:

() Summary judgment should be granted in itsfavor
on Counts II, IIl, IV and V of the Amended
Complaint because Fred's conduct must be
imputed to the Debtor, precluding any suit by the
Trustee who stands in the Debtor’ s shoes;

(ii)  Summary judgment should be grantedin itsfavor
on Counts |1 and IV for negligence and negligent
misrepresentation because there is no genuine
issueof material factthat Debtor was contributory
negligent and that it interfered with Grant
Thornton’ s audit; and

(iif)  Summary judgment should be grantedin itsfavor
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on the Trustee’ s fraud claimsin Countslil and V
because the Trustee cannot establish by clear and
convincing evidence several elements of these
claims.

Each of these arguments is examined below.

A. Imputation

Grant Thornton contendsthat the Trustee’ s claimsfor professional negligence, fraud,
negligent misrepresentation and ai ding and abetting are barred because Fred’ sknowledge and
wrongful conduct must be imputed to the Debtor. The Trudee disagrees asserting three
primary arguments. First, the Trustee contendsthat equitable defenses, including the defense
of imputation, cannot be raised to bar a suit brought by a bankruptcy trustee.”® Second, the
Trustee argues that, even if the imputation defense is generally available in such suits, it
should be held inapplicable here because the objectives of tort liability would not be served
by barring hisclaims. Third, the Trustee asserts that there are disputed i ssues of material fact
such aswhether Fred was acting in the scopeof hisemployment and whether hisconduct was
for the benefit of the Debtor, which preclude this Court from deciding, asa matter of law,
that Fred’ s conduct should be imputed to Debtor.

If | find merit in the Trustee’s arguments that equitable defenses are not applicable

in suits by a bankruptcy trustee or that the imputation defense is inapplicable here because

#\While the Trustee asserted this bright line rule in both his pre-hearing and post-hearing
memoranda, at the hearing on the Motion, he retreated from this position, stating that he was not
suggesting that the imputation defense would never be applicable against a bankruptcy trustee.
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the objectivesof tort liability would not be served by barring the T rustee’ sclaims, then it will
be unnecessary for me to determine w hether this record supports afinding that, as a matter
of law, Fred’ sconduct isimputable to the Debtor. A ccordingly, | will beginmy analysiswith
the former two i ssues.

1. Whether Equitable Defensescan be

Raised as a Bar in a Suit by a
Bankruptcy Trustee

Acknowledging the United States Supreme Court decisioninO’Melveny & Meyersv.

EDIC, 512 U.S. 79, 83-85 (1994) (state law governs the imputation of knowledge to
corporate victims of alleged negligence), both partiesrecognize that whether the imputation
defense can be raised in a suit against a bankruptcy trustee is a matter of sate law.*

See Trustee’s Mem. a 11; Grant Thornton’s Reply at 10. See also Welt v. Sirmans, 3 F.

Supp.2d 1396, 1401 (S.D. Fla. 1997) (recognizingthat state law governstheissue of whether
the fraud of a director should be imputed to the bankruptcy trustee of that corporation);

Gordonv. Basroon (In re PlazaMortgage and Finance Corporation), 187 B.R. 37, 47 (B ankr.

N.D. Ga. 1995) (concluding that state law governs application of equitable defense of
imputation to bankruptcy trustee). Both parties also agree that no Pennsylvania cases have

addressed thisissue. See Trustee’s Mem. at 11; Grant Thornton’s Reply a 11.

24 Although the partiesacknowledged intheir pre-hearing memorandatha Pennsylvanialaw
controls, they failed to include any analysisin their memorandaof how the Pennsylvania Supreme
Court would rule on whether the imputation and other equitable defenses can be raised in asuit by
abankruptcy trustee. Atthehearing, | questioned the Trustee' scounsel regarding thisomission. At
his suggestion, the parties were granted the opportunity to file post-hearing memoranda addressing
the issue.
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The absence of state law does not allow me to adopt my view of the law; rather, | must
predict how the Pennsylvania Supreme Court would rule if it were presented with the

guestion. Wiley v. State Farm Fire & Casualty Co., 995 F.2d 457, 459 (3d Cir. 1993);

Milan v. American Vision Center, 34 F. Supp.2d 279, 281 (E.D. Pa. 1998). In attempting

to forecast state law, | must consder the following:
(1) what the Pennsylvania Supreme Court and
Pennsylvania intermediate courts have said in
related areas,

(2) federal casesinterpreting Pennsylvanialaw;

(3) decisions from other jurisdictions that have
discussed the issue; and

(4) the policies underlying the applicable legal
doctrines.

Wileyv. State Farm Fire & Casualty Co., supra, at 459-60 (quoting Gruber v. Owens-11linois

Inc., 899 F.2d 1366, 1369-70 (3d Cir. 1990)). See also 2-J Corporation v. Tice, 126 F.3d

539, 541 (3d Cir. 1997) (quoting Aloe Cod Co.Vv. Clark Equipment Co, 816 F.2d 110, 117

(3d Cir. 1987), cert. denied, 484 U.S. 853 (1987) (internal quotation marks omitted))
(in predicting how state’s highes court would rule, federal court must consider “relevant
state precedents, analogous decisions, considered dicta, scholarly works, and any other
reliable data tending convincingly to show how the highest court in the state would decide
the issue at hand.”).

The Trustee contendsthat, in the absence of Pennsylvania cases on the issue, federal

courts in Pennsylvania should rely on the analys's presented by the Ninth Circuitin Federal
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Deposit Insurance Corporation v. O’'Melveny & Meyers, 61 F.3d 17 (9th Cir. 1995)

(“O’Melveny 11"), its predecessor case, Federal Deposit Insurance Corporation V.

O’ Melveny & Meyers, 969 F.2d 744 (Sth Cir. 1992) (“O’Melveny 1”), rev'd in part, 512

U.S. 79 (1994), and subsequent cases adopting its views. In O’'Melveny |, the Federal
Deposit Insurance Corporation (“FDIC”), as receiver for the failed savings and loan
association American Diversified SavingsBank (“ADSB”), sued thelaw firm of O’ Melveny
& Meyers, alleging “ professiond negligence in connectionwith itslegal advice and services
to ADSB.” 969 F.2d at 745-46. The law firm defended by arguing, inter alia, that the
wrongdoing of ADSB’s corporate officers could be attributed to the corporation and since
the FDIC “stands in the shoes” of the corporation as its receiver, FDIC was estopped from
making aclaim against the law firm based on the corporate officers' wrongful conduct. Id.
at 749, 751-52. The Ninth Circuit disagreed, holding that, under federd law,” even
assuming the wrongdoing of the corporate officers could be imputed to the corporation so
that it would be estopped from bringing the lawsuit against the law firm, the bank’s
inequitable conduct could not be imputed to the FDIC. Inso holding,the Ninth Circuitrelied
upon the “age-old principles’ that “equity does equity” and that “ "[e]quity will look through

the form of the transaction, and adjust the equities of the parties with a view to its

substance[.]’” 969 F.2d at 751 (citing Van Rensselaer v. Kearney, 52 U.S. 297 (1850) and

% In deciding whether the FDIC was subject to the equitable defenses that would be

available in a suit against the law firm, the Ninth Circuit specifically stated that: “contrary to
O’ Melveny’ sargument, we are not bound by state law, but must instead establish federal law.” 969
F.2d at 751.
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quoting Drexel v. Berney, 122 U.S. 241 (1887)). With these maxims in mind, the Ninth

Circuit reasoned as follows:

A receiver, like abankruptcy trusteeand unlikeanormal
successor in interest, does not voluntarily step into the shoes of
the bank; it isthrust into those shoes. It was neither aparty to
the original inequitable conduct nor is it in a position to take
action prior to assuming the bank's assets to cure any associated
defects or force the bank to pay for incurable defects. This
places the receiver in stark contrag to the normal successor in
interest who voluntarily purchases a bank or its assets and can
adjust the purchase price for the diminished value of the bank's
assets due to their associated equitable defenses. In such cases,
the bank receives less consideration for its assets because of its
inequitable conduct, thus bearing the cost of its own wrong.

Also significantis the fact that the receiver becomesthe
bank's successor as part of an intricate regulatory scheme
designed to protect the interests of third parties who also were
not privy to the bank'sinequitable conduct. T hat schemewould
be frustrated by imputi ng the bank's inequitable conduct to the
receiver, thereby diminishing the val ue of the asset pool held by
thereceiver and limiting thereceiver'sdiscretion in disposing of
the assets.

In light of these considerations, we conclude that the
equities between a party asserting an equitable defense and a
bank are at such variance with the equities between the party
and areceiver of the bank that equitable defenses good against
the bank should not be available against the receiver. To hold
otherwise would be to elevate form over substance--something
courts sitting in equity traditionally will not do. Of course, it
does not necessarily follow that equitable defenses can never be
assertedagainst FDIC acting asarecever; weholdonlythat the
bank's inequitable conduct isnot imputed to FDIC.

969 F.2d at 751-52 (citations omitted)(emphasis added).

Notably, the United States Supreme Court disagreed with the Ninth Circuit's
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conclusionthat federal law controlled whether the misconduct of ASDB’ s officers could be
imputed to the FDIC as receiver, and remanded so tha state law would be applied.

O’'Melveny & Meyersv. Federal Depositlnsurance Corporation, 512 U.S. 79, 85-89 (1994).

Nevertheless, even analyzing the issue under state law, the Ninth Circuit reached the same

conclusion. See Federal Deposit Insurance Corporation v. O’ Melveny & Meyers, 61 F.3d

17, 18-20 (1995). Inits decision on remand, the Ninth Circuit stated:

While we find it a closer question under state law than
under federal law, we neverthel ess concludethat the FDICisnot
barred by certain equitable defenses O'Melveny could have
raised against ASDB. We recognize that, in general, “[a]
receiver occupies no better position than that which was
occupied by the person or party for whom he acts ... and any
defense good against the original party is good against the
receiver.” Allen v. Ramsay, 179 Cal.App.2d 843, 854, 4
Cal.Rptr. 575 (1960). However, this rule is subject to
exceptions; defenses based on a party's unclean hands or
inequitable conduct do not generally apply against that party's
receiver. See Camerer v. CaliforniaSav. & Commercial Bank,
4 Cal.2d 159, 170-71, 48 P.2d 39 (1935). While a party may
itself be denied a right or defense on account of its misdeeds,
thereislittlereason to impose the same punishment on atrustee,
receiver or similar innocent entity that steps into the party's
shoes pursuant to court order or operation of law. Moreover,
when a party is denied a defense under such circumstances, the
opposing party enjoys awindfall. Thisisjustifiable as against
the wrongdoer himself, not against the wrongdoer's innocent
creditors.

61 F.3d at 19. For theremainder of itsopinion, the Ninth Circuitquoted verbatim the excerpt
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which | set forth above from its prior decision.?

% The Seventh Circuit, applying Illinois law, appears to be of thesame view as the Ninth
Circuit. InScholesv. Lehmann, 56 F.3d 750 (7th Cir. 1995), the court found an exceptiontotherue
that would have imputed the principal’ s wrongdoing to the corporation where a receiver had been
appointed to maximizethe val ue of the corporation for the benefit of investors and creditors, stating:

Though injured by Douglas, thecorporationswould not be heard to complain aslong
as they were controlled by him, nat only because he would not permit them to
complain but also because of their deep, their utter, complicity in Douglas's fraud.
Theruleisthat the maker of the frauduent conveyance and all thosein privity with
him--which certainly includesthe corporations-- arebound by it. [citationsomitted].
But the reason, of course, as the cases just cited make clear, is that the wrongdoer
must not be allowed to profit from his wrong by recovering property that he had
parted with inorder to thwart his creditors. That reason falls out now that Douglas
has been ousted from control of and beneficial interest in the corporations. The
appointment of the recelver removed the wrongdoe from the scene. The
corporationswere no more Douglas'sevil zombies. Freed fromhisspell they became
entitled to the return of the moneys--for the benefit not of Dougl as but of innocent
investors--that Douglas had made the corporaions divert to unauthorized purposes.
[citations omitted]. That the return would benefit the limited partnersis just to say
that anything that hel ps a corparation helpsthosewho have claims against its assets.
Theimportant thingisthat thelimited partnerswere not complicitin Douglas'sfraud;
they wereitsvictims.

Put differently, the defense of in pari delicto losesits sting when the person
who isin pari delicto is eliminaed. [citaions omitted].

Id. at 754. While at least one court has found Scholes inapplicable where the plantiff is a
bankruptcy trustee as opposed to areceiver, see Hanover Corp. of Americav. Beckner, 211 B.R. 849
(D.M.D. La. 1997), amore recent case from the Seventh Circuit, Fisher v. Apostolou, 155 F.3d 876
(7th Cir. 1998) suggeststhat the outcome would be the same were the plaintiff atrustee. Discussing
Scholes, the Seventh Circuit stated:

We put to one side for the moment the question whether the trustee asrepresentative
of Collins estate could recover anything, because the analysis would be different
from the one applicable to Lake States, a corporate body. With respect to the
corporation, our starting point isthiscourt'sdecisionin Scholesv. L enmann, 56 F.3d
750 (7th Cir.1995). In Scholes, aPonzi scheme case, acourt appointed areceiver for
Michael Douglas, the perpetrator of the scheme, and the three corporations he used
foritsimplementation. Thereceiver, much likeatrusteein bankruptcy, brought suits
(continued...)
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The Trustee contendsthat the Pennsylvania Supreme Court would follow therationale
of the Ninth Circuit and conclude that equitable defenses based on a corporate officer’s or
principal’ s misconduct are not available in a suit againg a bankruptcy trustee. As support
for this contention, the Trustee asserts that “[b]oth California and Pennsylvania follow the
well-settled maxim that ‘equity seeks to do equity.’” Trustee’s Supp. Mem. at 6 (citing

Greenan v. Ernst, 393 Pa. 321, 143 A.2d 32 (1958)). The Trustee further contends that

“[1]ike California, Pennsylvania courts routinely exercise their equitable powers to bar the
use of equitable defenses where the result would be harm to innocent third parties, such as
creditors.” Trustee's Supp. Mem. at 7. As authority for this statement, the Trustee cites

Universal Builders, Inc. v. Moon Motor L odge, Inc., 430 Pa. 550, 244 A.2d 10 (1968), and

(...continued)

to recover assetsthat had originated with the sales of “shares’ to the victims, and
which had then been siphoned out of the corporations. Onequestion waswhether the
receiver had standing under the Illinois law of fraudulent conveyances to sue to
recover additional assets from certain parties. This court concluded that he could
bring the suit, even though at one point the corporations were themselves
wrongdoers. Once Douglas had been ousted from control and the receiver had been
appointed, “[t]he corporationswereno more Douglas'sevil zomhies. Freed from his
spell they became entitled tothe return of the moneys--for the benefit not of Douglas
but of innocent investors--that Douglas had made the corporations dvert to
unauthorized purposes.” 1d. at 754. The trustee here reasons that he sands in the
same position as the Scholes receiver: Lake States may have been a wrongdoer at
one time, but now that the trustee is in control, he should be able to pursueclaims
against the other wrongdoers for the benefit of the entire class of creditors.

Although the trustee's Scholes argument is convincing on theinapplicability
of theinpari delicto doctrine here, he overlooksacrucial difference between Scholes
and the present case For purposes of determining whether asuit must be brought by
the trustee on behalf of the creditor class as a whole or may be brought by an
individual creditor, the claims available to the trustee are not the same as those the
Apostolou Plaintiffs are trying to bring....

1d. at 879 (emphasis added).
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InreFrancis Edward McGillick Foundation, 406 Pa. Super. 249,594 A.2d 322(1991), rev’'d

in part on other grounds, 537 Pa. 194, 642 A.2d 476 (1994). | agree that the former case

sheds light on how the Pennsylvania Supreme Court would rule on the availability of the
imputation defense against the Trustee.” Universal Builders entered into a construction
contract with the defendant. After completing construction, Universal filed suit seeking
equitable relief and money damages. Thereafter, Universal went into bankruptcy and the
trustee proceeded with the suit. Relying on the equitable doctrine of unclean hands, the
defendant argued that the plaintiff should be denied relief because during the performance
of the contract, one of Universal Builder’s officers had allegedly manufactured evidence to
support the case. The Pennsylvania Supreme Court disagreed, reasoning that even if the
officer’s conduct could be imputed to Universal, the decision to apply the doctrine was
discretionary. Inconcluding thatunder the circumstances of the case, the doctrine should not

be applied, the court stated:

" Whilesupportive of the general proposition espoused by the Trustee, | find the McGillick
Foundation casetoo factuadly di sparateto bevery helpful here. InMcGillick Foundation, supra, the
Roman Catholic Diocese of Pittsburgh (“Diocese”) filed a petition seeking to have the trustees of
the FrancisEdward M cGillick Foundation (“Foundation”) removed fromtheir positionsfor improper
conduct. The trustees raised the doctrine of unclean hands in an effort to bar the petition. The
trustees claimed that the Diocese misappropriated disbursements from the Foundation that were
intended for scholarship recipients. Whileacknowledging the maxim that “onewho seeksequitable
relief must appear before the court with clean hands’ and agreeing that the record supported a
finding that the Diocese had acted improperly, the superior court refused to apply the doctrine of
unclean hands to bar the Diocese’ s petition. 406 Pa. Super. at 262; 594 A.2d at 329. The superior
court explained that “[u]nclean hands will not be invoked where its application will produce
inequitableresults, especially wheretherightsof innocent partiesareinvolved” andthat, inthiscase,
application of the doctrine would “lead to an inequitable result adversely affecting the rights of
potential scholarship recipients].]” 1d.
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Where the rights of innocent partiesare involved, the doctrine
should be applied cautiously ... and the doctrine should not be
invoked if its application will produce an inequitableresult. To
deny plaintiff recovery in this case would result in the
enrichment of Moon at the expense of innocent creditors of the
bankrupt Universd. Thisis an inequitableresult and thus we
are not persuaded that the clean hands doctrine should be

applied.

430 Pa. at 555, 244 A .2d at 14.

In support of itscontention that the Pennsylvania Supreme Court would rule that the
imputation defense is applicable in suits by a bankruptcy trustee, Grant Thornton cites to
several Pennsylvania cases recognizing that as a general rule a receiver of an insolvent
corporation“ standsin thesame position asthe corporation” and, assuch, “ the defendant may
take advantage of any defense that might have been made if the suit had been brought by the

corporation prior to its insolvency.” Schmidt v. Paul, 377 Pa. 377, 382, 105 A.2d 118,

120-21 (1954 )(defense of payment allowed). See also Lyonsv. Benney, 230 Pa. 117, 119,

79 A. 250, 251 (1911)(defense of fraud not allowed);? Barclay v. Edlis Barber Supply Co.,

28 While cited for Grant Thornton’s proposition, the Supreme Court found an exception to
therulein this case, stating:

While the general rule is undoubtedly that the receiver of an
insolvent corporation has no greater rights than those possessed by
the corporation itself, and a defendant in a suit brought by him may
take advantage of any defense that might have been made before its
insolvency, it is equally true that when an act has been done in
fraud of the rights of the creditors of an insolvent corporation the
receiver may sue for their benefit, even thoudh the defense set up
might be valid against the corporation itself. In such acase, he
may maintain an action which the corporation itself could not.

(continued...)
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39 Pa. Super. 482, 485 (1909) (defense of set-off allowed). Infurther supportof itsposition
that the Pennsylvania courts would permit the imputation doctrine to be raised in suits by
bankruptcy trustees, Grant Thornton asserts that “ Pennsylvania cases creating a right of

imputation have not sought to limit the categories of plaintiffs against whom the imputation

defense may be raised.” Grant Thornton’s Reply at 12. As authority for this proposition,

Grant Thornton cites the following three cases: Todd v. Skelly, 384 Pa. 423, 120 A.2d 906

(1956); Solomon v. Gibson, 419 Pa. Super. 284, 615 A.2d 367 (1992); and Cover Cushing

Capital Corp., 344 Pa. Super. 593, 497 A.2d 249 (1992). However, in all three of these
cases, the courts ruled that imputation was not applicable. Giventhe holdings in these three

cases, they do not support the proposition for which Grant Thornton has cited them.

%8(...continued)

230 Pa. at 119-120; 79 A. at 251 (emphasis added). InLyons the receiver of abank brought suit
to enforce a note against its maker. The maker sought to defend aganst the suit on the grounds
that he signed the note only to accommodate the bank; that the bank understood that he was not
to be personally liable on the note; and that the purpose of the note was to deceive the bank
examiner into believing that the bank had a valuable note when it did not. The Pennsylvania
Supreme Court ruled that this defense could not be raised against the bank’ s receiver. In so
holding, the court reasoned that the receiver represented not only the bank, but also its creditors
who were also victims of the bank’s fraud and that since the maker of the note “was a party to the
scheme of the officers of the bank to enable them to make a deceptive and fraudulent showing of
assets, and as the fraud was perpetrated upon the creditors, now represented by the bank’s
receiver, [the receiver could] maintain an action on the note for their benefit.” Id. at 120, 79 A.
at 251. To the extent the Pennsylvania Supreme Court based its ruling on the receiver’s assertion
of creditor clams, the force of the decision is undercut by the subsequent decision of the United
States Supreme Court in Caplin v. Marine Midland Grace Trust Co., 406 U.S. 416 (1972),
regarding atrustee’ s standing to sue. Read broadly, it suggests awillingness on behalf of the
court in certain circumstances to deviate from the af orementioned general rulethat a defendant
may raise the same defensesagainst arecdaver for an insolvent company that he would be abe to
raise against the company itself.
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Moreover, none of Grant Thornton’s cases provideany insight into the Pennsylvaniacourts’
view of allowing the imposition of an equitable defense against a trustee.

The refusal of Pennsylvania’'s highest court in Universal Builders to allow the

invocation of the equitable defense of unclean hands against a bank ruptcy trustee when its
application would produce an inequitableresult (i.e., application of the defense would result
in harm to innocent third parties) convinces me that there are circumstances when the
trustee’s position as plaintiff is different from that of the corporation, even when bringing
the corporation’s claim. Accordingly, while the true and oft stated maxim that a trusee
standing in the shoes of the corporation takes no greater rights than the debtor is certainly the
beginning of my analys's, my inquiry doesnot end there. | perceivethat under Pennsylvania
law equitable defenses such asthe doctrine of imputation that may be sustainable against the
corporation may fail to act as atotal bar to recovery when the beneficiaries of the action are
the corporation’s innocent creditors, but | also recognize that the beneficiaries will not
aways be limited to innocent creditors. Rather, the equitiesin suits by bankruptcy trustees
will vary. In onebankruptcy case, the creditors may be innocent third parties; in another
case, the wrongdoing principals of the debtor may hold the vast majority of claims against
theestate. Inthelatter case, invocation of equitable defensesmay producethe most equitable
results because, even though the defendant may have been negligent, itwould beinequitable
to allow thewrongdoersto benefitfrom their fraudulent conduct. Therefore, | conclude that

Pennsylvania’' s Supreme Court would reject the notion that equitable defenses can never be
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raised against atrustee plaintiff but rather would allow a court applying Pennsylvania law
discretion to bar use of the defense when under the circumstances presented, it concludes that
itsinvocation would produce an inequitable result.

This distinction between imputation when the plaintiff is the corporation and
imputation when the plaintiff is the trustee for the corporation does not, as Grant Thornton
argues, implicate the Trustee's standing. | do not find any incompatibility between the fact
that creditors are the intended beneficiaries of this suit and that the Trustee's standing is
based on hisright to assert claimsof thecorporation. Accordingly,| reject Grant Thornton’s
contention that this action was brought against Grant Thornton on behalf of the Debtor’s
creditors and not on behalf of the Debtor. Grant Thornton’sReply at 2. If that were thecase
Grant Thornton would be correct that: (i) the Trustee would lack standing to bring this action

pursuant to the rule enunciated in Caplin v. Marine Midland Grace Trust Co., 406 U.S. 416

(1972), namely that a trustee lacks standing generally to sue third parties on behalf of the
creditors of the estate; and (ii) the action would violate thelaw in Pennsylvaniathat an action
for accountants’ negligence cannot be maintained unlessthereis privity of contract between
the parties. See Grant Thornton’'s Mem. at 37; Grant Thornton’s Reply at 6-7, 9-12.
Rejecting the hypothesis, | find these well egablished rules of law inapplicable here.

The Trustee’ s assertion that this action will benefit creditors is not an admission that
this action is being brought on their behalf. In aliquidation case, it is commonplace for a

trustee to pursue an action on behalf of the debtor in order to obtain arecovery thereon for
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the estate. If the trustee is successful in the action, the recovery which he obtains becomes
property of the estate and is then distributed pursuantto the scheme established by 8§ 726(a).
Simply because the creditors of a estate may be the primary or even the only beneficiaries
of such a recovery does not transform the action into a suit by the creditors. Otherwise,
whenever alawsuit constituted property of an estate which has insufficient funds to pay all
creditors, the lawsuit would be worthless since under Caplin it could not be pursued by the

trustee. See Gordon v. Basroon (In re Plaza Mortgage and Finance Corporation, supra,

187 B.R. at 42 (“ Tofind tha the trustee has no standing to pursue causes of action belonging
to the debtor because the recovery would only benefit the creditors is an absurd argument,
given the fact that the trustee’s goal is to make a distribution to creditors.”). Such a result
would be nonsensical. It would provide a windfall to the defendant without any justifiable
reason.

In the instant case, the Trustee alleged in the Amended Complaint that Grant
Thornton’s conduct caused Debtor to suffer damages in the nature of “logt profits.” As
| reasoned in Waslow [, 212 B.R. at 82 n.5, such damages belong solely to the Debtor and
not to its creditors. Similarly, in the Trustee’ s expert report, damages are cal cul ated based
on the decrease in vdue of the Debtor’ sbusiness. Again, a creditor could not sue for this
type of damage. Accordingly, based on theinjury claimed and the types of damages being
sought, | reiterate my prior finding in Waslow | that this lawsuit is not being brought on

behalf of the creditors. See Drabkin v. L & | Construction Associates, Inc. (In re Latin
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Investment Corp.), 168 B.R. 1, 6 (reasoning that to the extent the bankruptcy trustee’s

allegations of fraud “are made in the hope of recovering for any damages defendants may
have caused depositors ... the trustee is without standing to sue[,]” but to the extent the
allegations “relate to how defendants and the debtor’ s principals acted in concert to loot the
debtor, thetrustee hasstanding to seek redressfor any damages the debtor suffered from this

fraudulent scheme.”). Seealso McHalev. Huff (In re Huff), 109 B.R. 506 (B ankr. S.D. Fla.

1989). In short, | find no inconsistency between the Trustee’s pursuit of the corporation’s
claim for the alleged harm caused to it by Grant Thornton’s conduct and the fact that the
beneficiaries of his action are the corporation’s creditors.

2. Whether the Imputation Defense is Inapplicable

Under the Facts of this Case in Light of the
Objectives Of Tort Liability to be Served

In Waslow 1, | observed that auditor liability cases do not fit squardy within the
traditional law on imputation. | based this conclusion on my observations regarding the
origins and public policy served by the law of imputation:

The imputation theory grew out of actions, most frequently
brought by financial institutions, to recover on obligationsthat
were created through the fraudulent acts of their agents.
Notably, inthese cases, the plaintiff was seeking to recoverfrom
an innocent party. The policy reason for imputing the
knowledge of the wrongdoer to the plaintiff employer was
explained by the Pennsylvania Supreme Court:

Where one of two innocent persons must suffer by
the fraud or negligence of a third, whichever of
thetwo has accredited him, ought to bear theloss.

Gordon v. Continental Casualty [319 Pa. 555, 565, 181 A. 574,
577 (1935)].
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212 B.R. at 90. Unlike traditional imputation cases, in auditor liability casesthe plaintiff is
not seeking to retain the benefit of a fraudulent transaction and the defendant is not an

innocent party.” Thus, while the imputation doctrine may be applied in auditor liability

29 While some courts have carried the concept of theinnocent third party into auditor liability
cases, others allow use of the imputation defense unless the defendant has colluded with the
corporation’s wrongful agent. Compare Federal Deposit Insurance Corporaion v. O’Melveny &
Meyers, supra, 969 F.2d at 751 & n.8 (concluding that defendant law firm was not entitled to invoke
estoppel defense of imputation becauseit was not an innocent third party), Comeau v. Rupp, 810 F.
Supp. 1127, 1142 (D. Kansas 1992) (reasoning there was no inequity in withdrawing theimputation
defensefrom the auditor defendant’ s“litigation arsenal” because “thisisnot a case whereawholly
innocent party will be called upon to pay for a loss caused by anotha™), and Merin v. Yegen
Holdings Corp. (In re Liquidation of Integrity Insurance Company), 240 N.J. Super. 480, 506, 573
A.2d 928, 941-42 (1990) (accountant’ s cul pabilitywould estop itfrom raising defense of imputation
since the “rule of implied notice is invocable to protect the innocent and never to promote an
injustice.”) with Federal Deposit Insurance Corporation v. Shrader & Y ork, 991 F.2d 216, 226 (5th
Cir. 1993) (whererecord contained no evidence that defendant law firm colludedwith corporations
wrongful agent, court rejected FDIC's argument that, because the ddfendant law firm was not an
innocent party, it was not entitled to raise the imputation defense), cert. denied, 512 U.S. 1219
(1994). In Shrader & Y ork, supra, the FDIC sued alaw firm alleging that it negligently contributed
to the failure of two of its clients, City Savings & Loan Association (“City”) and Lamar Savings
Association (“Lamar”), by failing to alert the directors of City and Lamar that the transactionswere
illegal. 1d. at 218. Inits defense, the law firm sought to impute the knowledge of a wrongdoing
director/shareholder of the savings and loans to the FDIC. As one of its arguments, the FDIC
claimed that the law firm was not entitled to thebenefit of the general rule of imputation becauseit
was not an innocent party and had a duty to protect City and Lamar from the director/shareholda’s
conduct. Id. at 226. The Fifth Circuit rgected this argument, stati ng:

Application of such an exception would require a showing that [the
law firm] colluded with[the director/sharehol der] to defraud City and
Lamar. Seeeq., Crisp v. Southwest Bancshares Leasing Co., 586
S.W.2d 610, 615 (Tex. Civ. App. 1979) (“ The[imputation] ruleisfor
the protection of innocent third partiesand doesnot protect thosewho
collude with the agent to defraud the principal.”). ... The FDIC has
not alleged or produced summary judgment evidence that [the law
firm] colluded with [the director/shareholder], or that it did so to
defraud City and Lamar. It has only alleged that [the law firm]
performed its duties negligently. This argument therefore has no
(continued...)
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cases, the doctrine was not crafted with that purpose in mind.
The application of the imputation defense in auditor liability cases has received its
most comprehensive analysis by the Seventh Circuit Court of Appealsin two oft referenced

decisions, i.e., Cenco, Inc. v. Seidman& Seidman, 686 F.2d 449 (7th Cir.), cert. denied, 459

U.S. 880 (1982) and Schacht v. Brown, 711 F.2d 1343 (7th Cir.), cert. denied, 464 U.S. 1002

(1983). In Waslow I, I concluded that what Cenco and its progeny add to the traditional
jurisprudence of imputation is “an express recognition, implicit in the earlier imputation
cases, that the objectives of tort liability are the touchstone” by which acourt should decide
whether to invoke the doctrine in the context of a suit againg a corporation’s professional
advisors. 212 B.R. at 90. | believe that utilization of the Cenco analysis to determine
whether adefendant in an auditor liability case should be permitted to invokethe imputation
doctrine to bar recovery is consistent with the viewpoint expressed by the Pennsylvania

Supreme Court in Universal Builders, supra, that defendants should be permitted to invoke

equitable defenses only when their application would produce an equitable result. Limiting
those situations in which the imputation doctrine can be invoked in auditor liability casesto
circumstances in which its application would serve the objectives of tort liability would
ensure that the doctrine would be used only when it would produce an equitable result.

Accordingly, | concludethat, if confronted with the issue, the Pennsylvania Supreme Court

(...continued)
merit.

991 F.2d at 226. Thereisno allegation that Grant Thornton in any way colluded with Fred.
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would adopt the Cenco analysisin auditor liability cases and allow imputation to beinvoked

only where the objectives of tort liability dictate. See Phar-Mor, Inc.v. Coopers & Lybrand

(Inre Phar-Mor, Inc. Securities Litigation), supra, 900 F. Supp. a 786-787 & n.3 (W.D. Pa.

1995) (after noting that state law of Pennsylvaniaor New Jersey controlswith no significant
differencebetween thetwo, the court applied thetort liability analysis of Cenco to determine
whether wrongdoing of Phar-Mor’ s officers and employees should beimputed to company).

Seealso Welt v. Sirmans, 3 F. Supp.2d at 1401-1403 (finding no Floridacase law on whether

Imputationdefense could be raised agai nst abankruptcy trustee, district court concluded that
Floridawould apply two-prongedtort analysisof Cenco and permit trustee “to bring aclaim
for damages stemming from athird party’ snegligent failure to discover afraud perpetrated
by such corporation’s of ficers and directors.”).

In Cenco, the company’s top managerial employees who also owned stock in the
company engaged in massive fraud aimed at inflating the company’ s inventories far above
their actual value. As aresult of the fraud, the price of the company’s sock was greatly
increased and the company was able to “borrow money at lower ratesthan if itsinventories
had been honestly stated[.]” 686 F.2d at 451. In addition, the company recovered excess
amounts from its insurers since the company’s claims for lost or destroyed inventory were
based on “inflated rather than actud inventory values.” 1d. After the company’s corrupt
management wasreplaced, thecompany filed claimsagainst its auditor sfor, inter alia, breach

of contract, negligence and fraud, alleging that the auditors failed to prevent fraud by
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Cenco’ s managers. A jury trial was held and judgment was entered in favor of the auditors.
On appeal, Cenco argued that the judge improperly “instructed the jury that the acts of a
corporation’s employees are the acts of the corporation itself if the employees were acting
on the corporation’s behalf.” Id. at 453-54. In addressing this contention, the Seventh
Circuit posed the following general question: “in what circumstances, if any, [is] fraud by
the corporate employees adefense in asuit by the corporation against its auditors for failure
to prevent the fraud.” 1d. at 454. Based on Illinois precedent, the Seventh Circuit rejected
the extreme position that an employee’ sfraud is always attributable to the corporation. The
Seventh Circuit also reasoned that while auditorsare “ not detectives hired to ferret out fraud
.... iIf they chance on signs of fraud they may not avert their eyes — they must investigate.”
Id. Yet, this did not “tell” the Seventh Circuit “what the result should be if the fraud
permeates the top management of the company and if, moreover, the managers are not
stealing from the company -- that is, from its current stockholders -- but instead are turning
the company into an engine of theft against outsiders - creditors prospective stockholders,
insurers, etc.” 1d. In predicting how the Illinois courts would decide thisissue, the Seventh
Circuit assumed the courts “would be guided by the underlying objectives of tort liability,”
namely compensating the victims of wrongdoing and deterring wrongdoing. Id. at 455.
In Waslow I, | summarized the Seventh Circuit’ sanalysis of w hether these objectivesw ould
be met by ajudgment aganst the auditors, stating:
Analyzing the first stated objective, the Seventh Circuit

reasoned that ajudgment in favor of Cenco would “be perverse
from the standpoint of compensating victims of wrongdoing”
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since the real beneficiaries of such a judgment would be
Cenco’ s shareholders among which were the “corrupt officers
themselves.” 1d. at 455. With regard to the issue of deterrence,
the appellate court opined that while liability against Cenco’s
auditor would make it and firms like it more diligent in the
future, allowing the owners of the corrupt company to shift the
costs of its wrongdoing to its auditor would reduce their
incentives to hire honest managersand monitor their behavior.
Id. at 455-56. On this point, the Seventh Circuit reasoned as
follows:

[N]Jot only were some of Cenco's owners
dishonest but the honest owners, and their
delegates — a board of directors on which
dishonesty and carelessness were wdl
represented— were slipshod intheir oversight and
so share responsibility for the fraud that [the
auditor] failed to detect. In addition, the scale of
the fraud — the number and high rank of the
managers involved — both complicated the task
of discovery for Seidman and makesthe failure of
oversight by Cenco’s shareholders and board of
directors hard to condone.

Id. at 456.

Waslow I, 212 B.R. at 87-88. Based on its analysis, the Seventh Circuit concluded that the
objectives of tort liability would be served by preventing Cenco from shifting the entire
responsibility for its wrongdoing to its auditors.
Only one year after its decision in Cenco, the Seventh Circuit decided Schacht v.
Brown, supra. The facts in Schacht are the following:
[T]he plaintiff was the Illinois Director of Insurance (the
“Liquidator”), acting as the gdatutory liquidator for, Reserve

Insurance Company (“Reserve”). The Liquidator sued
Reserve’s auditors for issuing unqualified financial statements
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when they knew that the company was insolvent. When the

statements were issued, the company’s officers and directors

were engaged in fraud to keep the company in business. Asa

result of their fraud, the company became saddled with

additional liabilities and was driven deeper into insolvency.
Waslow I, 212 B.R. at 88. On appeal, the auditors argued, inter alia, that, based on Cenco,
the Liquidator was estopped from suing them since he admitted that Reserve’s officers and
directorsinstigated the illegal conduct. The Seventh Circuit disagreed finding that Cenco
was inapplicable to the estoppel issue beforeit. The Seventh Circuit reasoned that whereas
Cenco wasdecided under Illinois state law, the facts beforeit involved federal law. Schacht,
711 F.2d at 1347.%° Moreover, whereas the fraud at issue in Cenco benefitted the company
“to the detriment of outside creditors, gock purchasers and insurers,” id., the fraudulent
conduct of Reserve’ s officers and directors” aggravated Reserve’sinsolvency,” id. at 1348.

However, most significantly, the court further reasoned that, evenif the “ Cenco-type

analysis” were applied, theLiquidator would not be estopped from bringing his claims since
arecovery by him on behalf of Reserve would in thiscase serve the dual objectives of tort
law. Id. at 1348. With regard to the objective of compensating the victims of wrongdoing,
the Seventh Circuit stated:

[A]ny recovery by the [Liquidator] from the instant suit will

inureto Reserve' sestate. And under the distribution provisions

of the governing liquidation statute, itis the policyholders and

creditors who have first claim (after administrative costs and
wages owed) to the assets of the estate. Ill. Rev.Stat., ch. 73

%0 Schacht preceded the Supreme Court’s decision in O’ Melveny.
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§817(1981). Thus,the claimsof these entirely innocent parties
must be satisfied in full before Reserve’s shareholders, last in
line for recovery, receive anything.

Moreover, there is no indication here that the
[Liquidator’s] success entails the likelihood of the kind of
“perverse” compensation pattern whichwedeclined to permitin
Cenco. InCenco, the court wastroubled by the fact that among
the sharehol ders benefitting from asuccessful recovery werethe
corrupt managers themselves ...; here, the defendants do not
clam that the wrongdoing officers or directors hold equity
positionsin Reserve entitling them to recover from the instant
suit.

Id. Asfor the second objective, deterring wrongdoing, the Seventh Circuit explained that its
refusal in Cenco to permit the company to recover “unimpeded by thedirectors’ knowledge”
was based on two factors. “(1) that the directors, as shareholders, would recover directly
from the suit; and (2) that there existed large corporate shareholdersin a position to police
Cenco’s corrupt officers, an activity which would be discouraged by allowing the shifting
of corruption-caused lossto outsidedefendants.”” Id. at 1349. The Seventh Circuit reasoned
that, in contrast, in the case before it neither of these factors were present:

[T]here is no evidence that the wrongdoing officers of Reserve

would benefit directly from the instant suit. There is also no

evidence here of the existence of large corporate shareholders

capable of conducting an independent audit ... and whose lack

of investigatory zeal would be rewarded by adecision favorable

to the [Liquidator].
Id. at 1347-48. Significantly, the court further declared that “unlike the situation in Cenco,

permittingrecovery in thiscase would not send unqualified signals to shareholderstha they

need not be alert to managerial fraud since they may later recover full indemnification for
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that fraud from third party participants.” Id. Based on this rationale, the Seventh Circuit
declared that even if Cenco was applicable, “application of its compensation and deterrent
principleswould not inhibitthe right of the [Liquidator] to proceed against the defendants.”
Schacht, 711 F.2d at 1349.

Since Pennsylvania’s appellate courts have never applied the imputation doctrine in
an auditor liability case, they have never been called upon to undertake an analysis of the
relationship between the objectives of tort liability and the use of the imputation defense

against atrustee or areceiver. Indeed the only Pennsylvaniacaseto do so, Phar-Mor, Inc. v.

Coopers & Lybrand (Inre Phar-Mor, Inc. SecuritiesL itigation), 900 F. Supp. 784 (W.D. Pa.

1995)(“Phar-Mor 117),** emanates from the federal district court.®** While it makes no

¥ An earlier and related decision by the same court rejected the imputation defense for the
same reasons set forth in Phar-Mor 11. See Giant Eagle of Delaware, Inc. v. Coopers & Lybrand
(Inre Phar-Mor, Inc. Securities Litigation), 892 F. Supp. 676, 683-684 (W.D. Pa. 1995).

%2 Based on my research, there are three other federal cases from Pennsylvania districts
involving auditor mal practice claimswherein the district court’ sapplied Pennsylvania simputation
principles. See Official Committee of Unsecured Creditors v. Shapiro (In re Walnut Leasing
Company, Inc.),1999 WL 729267 (E.D. Pa. Sept. 8, 1999); PNC Bank, Kentucky, Inc. v. Housing
Mortgage Corporation, 899 F. Supp. 1399 (W.D. Pa. 1994); Beiger v. Price Waterhouse, 135 B.R.
222 (E.D. Pa. 1991). Only inthe most recent case, Shapiro, supra, did the court conclude that the
principal shareholders wrongdoing coud beimputed tobar asuit by the bankruptcytrustee. Inthis
case, the court found the imputation doctrine applicablein asuit brought by the Official Committee
of Creditors on behalf of the bankrupt debtors against an accounting firm and concluded based on
the pleadings that the sole shareholder and his brother, an officer, owned and controlled the
corporations so that the “sole actor exception” to the adverse interest exception of the imputation
doctrine required their conduct to beimputed. Moreover, since it was pled that the debtors, acting
through these individuals, perpetraed a Ponzi scheme with the assistance of the accountants, the
doctrine of in pari delecto wasfound to bar plaintiff’ssuit for clamsarising out of the fraud. Inso
holding, the court relied on Shearson L ehman Hutton, Inc. v. Wagoner, 944 F.2d 114 (2d Cir. 1991),
which held that “when a bankrupt corporation has joined with a third party in defrauding its

(continued...)
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mention of whether Pennsylvania would adopt the Cenco/Schact analysis, it utilizes tort
policy as the touchstone of its decision. Moreover, as the decision post-dates the Supreme
Court’sdecisionin O’ Melveny, it suggests that Pennsylvania law was the governing rul e of
decision. In Phar-Mor 11, the corporation, which wasin the midst of areorganization under
Chapter 11 of the Bankruptcy Code, sued its auditors for malpractice for failing to detect the
fraud perpetrated by several of itsofficers and employees. The auditors moved for summary

judgment contending that the fraud of the of ficers and employees should be imputed to the

(...continued)

creditors, the trustee cannot recover against the third party for the damage to the creditors.” Id. at
117. AsWagoner turns on the trustee’' s standing to sue, it is not clear to me how its principles are
applicable given the Court’s recognition that deepening insolvency is a cognizable injury to
corporatedebtors apart from harm to the invegors. While abankruptcy court isnot bound to follow
adecision of single district court judge, Threadqill v. Armstrong World Industries, Inc., 928 F.2d
1366, 1370 (3d cir. 1970)(holding that there is no law of the dstrict), such decision is entitled to
deferenceby this Court. Seeln re Morningstar Enterprises, Inc., 128 B.R. 102, 106 (Bankr. E.D. Pa.
1991). However, asthe controlling issueis one of state law as to which the state appellate courts
have not spoken and in the absence of condderation of the objectives of tort liability or how the
Pennsylvania Supreme Court would rule on the invocation of the imputation defense against a
bankruptcy trustee, | am unable to follow thepath seemingly charted by the Walnut Court.

Intheearlier case of PNC Bank, Kentucky, Inc. v. Housing M ortgage Corporation, supra, the
court imputed the knowledge of the dual former owners and three top former officers who were
involved in afraudulent scheme to the corporation and thus found no reliance could be established
by the plaintiff. Significantly, whilethedistrict court’s decision in this casesuggeststhat the claim
against Grant Thornton was filed by arecaver on behalf of HMC, the court treats and refersto the
plaintiff as HM C and does not discuss the role of the receiver. Thus, the court never addressed the
issue of whether the imputation defense could beraised against HMC' sreceiver. InBeiger v. Price
Waterhouse, supra, the court ruled in favor of the accounting firm, concluding, based onthedoctrine
of imputation, that the corporation had knowledge of the information which it claimed the
accounting firm failed to disclose. However, the court did not address the issue presented here,
namely whether the imputation defense is applicabl e to trustees, because the parties agreed that the
trustee stood in the shoes of the corporation and that any defenses applicabl e against the corporation
applied to him. In neither of the latter two cases does thedistrict court gpply Cenco’ stort analysis.

-52-



company. The district court denied the motion, concluding that there were genuine issues
of material fact on whether the actions of the wrongdoers were intended to benefit the
company. Thedistrict court also reasoned that:

[U]nder the proposed Reorganization Plan and Disclosure
Statement filed by Phar-Mor in the bankruptcy action, Phar-
Mor’s claims against Coopers will be assigned to a litigation
trust established by the plan, and any recovery by Phar-Mor in
the case sub judicewould inure to the benefit of the secured and
unsecured creditors having an interest in the trust. Neither the
fraudulent actors nor Phar-Mor’ s equity holders would benefit
fromarecovery by Phar-Mor inthisaction. Thus, the objectives
of tort liability, to wit, compensation of victims of wrongdoing
and deterrence of future wrongdoing, would arguably be served
should Phar-Mor ultimately prevail and recover on its claims.

Id. at 787. Having concluded that the two-pronged tort analysis of Cenco and Schact
providesan analytical framework consistent with the Pennsylvania courts’ prior rulings and
finding that in Phar-Mor, this approach provided awork able solution to the tension between
pure agency principles and the imputation defense that flows from them and the unique
circumstances of a liquidation proceeding, | will apply it here.

The primary objectivesof tort liability in Pennsylvania are compensating the victims
33

of harm and preventing the occurrence of harminthe future by deterring wrongful conduct

See Commonwealth v. Hicks, 502 Pa. 344, 348, 466 A.2d 613, 615 (1983) (noting that “ it

has long been perceived that the imposition of liability for negligent conduct tends to

% |n that sensg, the law of Pennsylvaniais no different than the law of 11linois applicable
in Cenco/Schacht.
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improve the quality of social conduct”), appeal dismissed, 465 U.S. 1015 (1984); Mason v.

Western Pennsylvania Hospital, 499 Pa. 484, 496-97,452 A.2d 974, 981 (1982) (Larsen, J.,

concurring and dissenting) (objectives of tort liability are compensation of victim, deterring

future negligence and not discouraging desirable activity); Ayalav. Philadelphia Board of

Public Education, 453 Pa. 584, 599, 305 A.2d 877,884 (1973) (courts are concerned with

compensation of victim and admonition of wrongdoer); McCormick v. Northeastern Bank

of Pennsylvania, 391 Pa. Super. 7, 569 A.2d 971 (1990) (quoting W. Prosser et al., Prosser

and Keaton on the Law of Torts 6-25 (W. Keeton 5th ed. 1984)) (“ The courts are concerned
not only with the compensation of the victim, but with admonition of the wrongdoer.”),

appeal granted, 525 Pa. 657, 582 A.2d 324 (1990), review dismissed, 527 Pa. 145, 589 A.2d

211 (1991). Accordingly, | will examine whether each of these objectives would be
furthered or hindered by allowing the Trustee to proceed with this suit without regard to
traditional notions of imputation.
(a) Deterring Wrongdoing
In setting the stage for the parties’ arguments on thisfactor, | find it helpful to review

the underpinnings of the Seventh Circuit’s decisionsin Cenco and Schacht on whether the

objective of deterrence would be served by allowing the lawsuit in each respective case to
proceed. In Cenco, the Seventh Circuit’s decision that a recovery by the company against
its auditors would inhibit the tort objective of deterring wrongdoing was motiv ated, as the

Seventh Circuit explaned in Schacht, by two primary circumstances. (1) the wrongdoers
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would benefit as shareholders from a recovery in the suit; and (2) allowing the shifting of
corruption-caused loss from Cenco to its auditors would discourage large corporate

shareholders from policing the company’s corrupt of ficers. See Schacht, supra, 711 F.2d at

1349. Seealso Cenco, supra, 686 F.2d at 455-56 (“If the owners of the corrupt enterprise are

allowed to shift the costs of its wrongdoing entirel y to the auditor, their incentives to hire
honest managers and monitor their behavior will be reduced.”). In Schacht, the Seventh
Circuit examined the same two factors, concluding that since neither one of them was
present,** the obj ective of deterrence would notbeinhibited by allowing the Liquidator’ s suit

to proceed. Schacht, supra, 711 F.2d at 1349.

In the instant case, Grant Thornton contends that the deterrence objective would not
be served by a recovery here because “officers of a closely held company like Jack
Greenberg will be unrestrained in how they report the company’ s financial condition if they
believe that they can always sue the company’s auditor to recover money to repay [the]
creditors [whom] the officers have cheated.” Grant Thornton’sMem. at 38. Based on the
evidenceintherecord, | agreewith Grant Thornton’scharacteri zation of Debtor asacl osel y-
held corporation. Two individuals controlled the Debtor's business, namely Fred and

Emanuel. These same two individuals, with their families, own all of the company’ s stock.

% Asnoted above, seediscussion supraat 47-48, the Seventh Circuit reasoned that therewas
no evidence that the wrongdoers woud benefit from the Liquidator’ s suit against the company’s
auditors and there was no evidence of “large corporate shareholders capable of conducting an
independent audit ... and whose lack of investigatory zeal would be rewarded” by adecision in the
Liquidator’s favor. Schacht, supra, 711 F.2d at 1349.
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Moreover, these same two individuals, with their mother, comprised the B oard of Directors
of the company. However, Grant Thornton’s argument wholly ignores the fact that Debtor
is in bankruptcy and in the process of being liquidated.*> Assuming that none of the
shareholders/officers of Debtor recover here, | fal to see how the motivation of the
shareholders or officers in closely-held corporations to accurately report the company’s
financial condition will be affected by thislawsuit. Rather, thefactor that would morelikely
motivate officers and shareholders of a closely-held corporation like Debtor to adopt
procedures that would protect the accuracy of their financial gatements would be the
prospect of being forced into bankruptcy and having the business liquidated. If such a
looming threat does not motivate the officers of aclosely-held company to adopt procedures
to ferret out fraud, then | highly doubt arecovery which is obtained by atrustee in a Chapter
7 liquidation and which will benefit only the company’s creditors would impact on their
decision. Thus, | am unpersuaded by Grant Thornton’s position that a recovery by the
Trustee would thwart the deterrence objective of tort law.

However, there is another reason that imputation would not further the tort objective
of deterring wrongdoing in this case by signaling to shareholders that they can ignore
managerial fraud. The record in this case suggedss that Emmanuel was concerned with the
manner in which Fred was running the prepaid inventory portion of the business and that

Emmanuel attempted to persuade Fred to adopt procedures which would have ferreted out

% Significantly, my analysis here is limited by the fact that Debtor is in a Chapter 7
bankruptcy rather than in a Chapter 11 reorganization.
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his fraud but that Fred refused to do so. Emanuel Deposition at 87. Thus, thefacts here are
unlike the situation addressed in Cenco where “not only were some of the owners dishonest
but the honest owners—aboard of directors on which dishonesty and carel essness w ere well
represented—were slipshodintheir oversight.” 686 F.2d at 456. Asemphasized in Schacht,
it wasthefailure of large corporate sharehol ders capable of conducting an independent audit
whose lack of investigatory zeal would be rewarded by a shifting of theloss to the auditors.
Given Fred's equal ownership in the company and his apparent control, not only isthere is
no evidence that Emmanuel was “slipshod,” there is no evidence that he could have
prevented Fred’ swrongful acts. Rather in the unique circumstances where a corporation is
owned and operated by family members, the goal of deterring wrongdoing is best served by
subjecting the auditors to potential liability, thereby encouraging greater diligence by them
in such situations in the f uture.

Asfor the Trustee’ s position on thisissue, he asserts that since it is the creditors and
not the shareholders who will benefit from any recovery in this matter,”‘ unlike the situation
in Cenco, permitting recovery in thiscase would not send unqualified signalsto shareholders
that they need not be alert to managerial fraud since they may later recover full
indemnificationfor that fraud fromthird party participation.”” Trustee’sMem. at 19 (quoting
Schacht, 711 F.2d at 1349). Integral to the Trustee’ s position is hiscontention that none of
the shareholders will benefit from arecovery in this matter. | turnto that question next.

(b) Compensatingthe Victims
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The Trustee, referring to the distribution scheme under Code 8§ 726(a), argues that it
will bethecreditors, the actual victims of the wrongdoing, and not the shareholders, who will
benefit from a recovery in this matter since they must be paid before any property is
distributed to the Debtor. Trustee’s Mem. at 19. Grant Thornton, on the other hand,
contendsthat sincethe Trusteeisbringingthisaction on behalf of the Debtor which isowned
by Fred and Emanuel, in essence, “this is a suit brought by a Trustee standing in the shoes
of the shareholders of the Company.”* Grant Thornton’s Mem. at 37. As aresult, Grant
Thornton concludes, “ Fred Greenberg and Emanuel Greenberg stand to gainif any recovery
ismade against Grant Thornton.” 1d. Grant Thornton of fers no ex planation asto how Fred
and Emanuel “stand to gain” if there is a recovery against it. Simply because they are
shareholders does not mean that they will be the recipients of a recovery by the Trustee.

Schacht, supra, 711 F.2d at 1348; Phar-Mor 11, supra, 900 F. Supp. at 787; Drabkinv. L &

| Construction Associates, Inc. (In re Latin Investment Corporation), supra, 168 B.R. at 6.

Rather | agree with the Trugee that resolution of this question is controlled by the

distribution scheme for liquidation cases setforth in 11 U.S.C. §726(a), that property of the

% Thisisnot acorrect statement of law. The Trustee stands in the shoes of the Debtor
corporation. Where a corporation is insolvent or in the vicinity of insolvency, corporate law
requires its management to consider as paramount the interests of its creditors. 3A Fletcher
Cyclopediaof the Law of Private Corporations 81035.60 (perm. ed rev. vol 1994, 1998 cum.
suppl.)(* When a corporation becomes insolvent, the duties of the directors and officers shift from
maximizing profits for the shareholders to preserving the corporation’s assets as a “trust fund”
for the creditors.”) See also Miller v. Blatstein (In re Main, Inc.), 1999 WL 424296, at *13 (E.D.
Pa. June 23, 1999)(noting that Pennsylvania courts have held that directors of an insolvent
corporation hold their powers “in trust” for the corporation’s creditors.)
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estate is distributed to the debtor only after creditors have been paid. Thus, Fred and
Emanuel only stand to gain if the recovery is large enough to pay prior claims in the
distributive scheme. Not surprisingly, Grant Thornton has offered no evidence to provethat
the possible judgment will be so large as to satisfy all daims and leave an excess for
equityholders. The only evidence on the potential beneficiaries of this litigation was
submitted by the Trustee.®’

In support of his position, the Trustee attached as Exhibit B to his affidavit a
Settlement Stipulation to which heand the shareholders, inter alia, are partieswhich provides
that “ the sharehol ders, including Fred Greenberg, shall release any and all claims against the
Debtor’s estate.” Id. at 116 (emphasis added). Given this evidence, | can conclude on this
record that Fred will not participate as a creditor in adistribution of any litigati on recovery,
and that all creditors will be paid in full and with interest under § 726(a)(5)*® before any
fundswould flow to the Debtor for distribution to shareholders. However, whether Fred will

benefit from arecovery as ashareholder isanother question. Shareholders, as noted above,

3" In response to my questioning of the partiesat the heari ng concerning the identity of any
evidenceto support either parties’ conclusionasto the beneficiaries of the lawsuit, the Trusteefiled
an affidavit of hisown to support his assertion that the creditors and not Fred will benefit from any
recovery obtained. See Affidavit of Larry Waslow (“Waslow Affidavit”), Exhibit A to Trustee's
Supp. Mem. While Grant Thornton did not submit any supplemental evidence, it did nat object to
the Trustee's late filed evidence, which was referred to at the hearing. | therefore deem any
procedural objection to its consideration waived.

% Section 726(a)(5) requires “payment of interest at the legal rate from the date of filing
of the petition on any claim paid under paragraph (1),(2),(3) or (4) of this subsection.” This
section ensures that creditors will receive interest on their claims before any distribution is made
back to the debtor.
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only stand to benefit under the statutory distribution scheme if there are excessfundsin the
estate after all creditors have been paid. Needless to say, to the extent the shareholders have
released their interestsin the Debtor or waived any distribution on account of their interests,
they would not benefit from the litigation and the tort policy of compensating victimswould
be furthered by allowing the suit to proceed. The Trustee appearsto read release of “claims”
asincluding arelease of any rightto payment on account of an equity interest. Examination
of the underlying agreement wherein the shareholders have memorialized their agreement
reveals a broad release, including “any and all actions, causes of action, setoffs, demands,
proceedings, agreements, contracts. judgments, damages, accounts, reckonings, executions,
claims and liabilities whatsoever...” Absent is the word “interests.” Thus, | cannot be
certain whether the shareholders would claim an interest in arecovery from Grant Thornton
after all creditorsarepaid. Presumably theTrustee understandsthe global agreement that the
parties reached to negate that right.*

However, there is other evidence presented by the Trustee to demonstrate that the
shareholders will not benefit from thislitigation. The Trustee pointsto hisaffidavit showing
that as of June 30, 1999, theestate had $1,075,000 in cash-on-hand and but for an additional
$3,100 from collection of areceivable, that sum is the only source of payment to creditors

other than the litigation proceeds. Waslow Affidavit 113, 4. The Trustee's affidavit also

¥ The silence in the Settlement Agreement may reflect the fact that during the
negotiations, no one focused on the possibility that there could be equity available for
shareholders after the creditors’ clamsare pai d by reason of alarge liti gati on recovery.
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statesthat the following claimswould haveto be paid before any digribution would be made
to the Debtor under § 726(a)(6): as of June 30, 1999 (1) unbilled professional fees of
$373,033.05; (2) priority claims of $212,349.10; (3) estimated unsecured claims of
$3,051,708.47; (4) an additional $225,000 due to the banks; (5) costs incurred by litigation
counsel of $13,265.35; and (6) $60,082.85 on account of late filed claims pursuant to
§726(a)(3). Id. 15, 6, 8, 9, 11, 12. Additionally the Trustee's statutory commission,*
continuing professional fees of the Trustee’s counsd and accountants as well as the
continuing costs of thislitigation would be paid prior to any distribution to the Debtor. From
this data, the Trustee concludes there would be no excess funds for shareholders. Since the
Trustee did not attempt to analyzethese numbersto demonstrate the vdidity of his position,
| will attempt to do so below.

The total amount of claims as of June 30, 1999 plus the Trustee’s commission is
$4,056,000. Additionally, holders of claims are entitled to receive interest at the legal rate
from the petition date before the trustee may distribute any funds to the debtor. 11 U.S.C.

§726(a)(5).** By Order dated November 4, 1996, the retention of the Trustee's special

0 The Trustee has not quantified this amount. Assuming the rate of 3% was awarded (i.e.,
for recoveries over $1,000,000) on the distribution to creditors, the Trustee would be entitled to
compensation of approximately $120,000 based on the $3,936,000 (without regard to interest) of
claimsto be paid. 11 U.S.C. § 326(a).

1 The Trustee has also failed to quantify this obligation. InIn re Chiapetta, 159 B.R. 152,
160-161(Bankr. E.D. Pa. 1993), the court ruled that the “legal rate of interest” to be awarded under
8§ 726(a)(5) isthe“federal judgment rate in effect at the time of the bankruptcyfiling[.]” According
to my research, the federal judgment rate in effect at the time of the Debtor’ s bankruptcy filing was

(continued...)
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litigation counsel was approved allowing counsel a 30% contingent fee for its services.
Id. 16. Thus, it appears that the ultimate judgment would have to be at |east $6,021,700%
plustheamountincurred f or continuing accruing administrative expenses, including the costs
for trial, before the net recovery would be sufficient to pay the claims of creditors in full.
With this information, | can approximate the size of a judgment that would have to be
secured beforefundswould flow to the corporationfor distribution to sharehol ders,including
the wrongdoer, Fred, provided they have not waived their right to receive the same.
Recognizing that the ultimate recovery cannot be known until the judgment is
rendered, | am left with the Trustee’ sview of the potential damage claim as articulated by
his expert. The Trustee has made part of thisrecord, albeit for other purposes, his Expert’s
Report, to which | referred in footnote 14 above. In that Report, Santarelli opinesthat, asa

result of Grant Thornton’s conduct, the Debtor suffered economic damages ranging from

(...continued)

6.28%. Assuming then tha the legal interest rate is 6.28% and the period from the filing of the
petition on May 19, 1995 to the actual distribution to creditorsis five years, that would require an
additional distribution to creditors of approximately $1,237,160 (i.e., 6.28% times $3.94 million
times five). Moreover, to the extent this litigation is further protracted by the trial calendar or
appeal(s), the distribution to creditors could extend beyond the five year anniversary, making the
interest payment under § 726(a)(5) even higher.

2 Without regard to the contingent fee, the net recovery must conservatively exceed

$4,215,160 ($5,293,160 less $1,078,000) before any funds would flow to shareholdersthrough the
corporation. Since 30% is reserved for counsel, the ultimate judgment must be increased
proportionately before creditors will be paid in full.
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$3,372,275t0 $6,237,681 depending on the year negligencewould befound.”® See Trustee's

Mem., Trustee’ s Expert Report, Exhibit G at 20.** Based on these numbers, even accepting

* Santarelli estimaes the damagesas follows:

Fiscal year Damages

1990 $6,237,681
1991 $5,785,711
1992 $4,713,212
1993 $3,572,765

Trustee’s Mem., Trustee' s Expert Report, Exhibit G at 20.

* Santorelli’ sreport also provides an alternate calculation including i nterest on the damage
calculation. That calculation rangesfrom $4,580,558 to $10,240,173. Hemakesno referencein his
report to any basis for an award of interest and neither of the parties has suggested any. | am
unaware of any basisfor an award of interest in this case. While preudgment interest is awarded
as amatter of right in contract claims, Finav. Fina, 1999 WL 595328 (Pa. Super. Aug. 10, 1999),
the Trustee's breach of contract daim was dismissed in response to Grant Thornton’s motion to
dismiss. Furthermore, pre-judgment interest in the form of delay damagesunder Pa. R.C.P. 238 are
only awarded in actions “ seeking monetary relief for bodily injury, deah or property damage.” Pa.
R.C.P.238. SeeWillet v. PennsylvaniaMedical Catastrophe L oss Fund, 549 Pa. 613, 622 n.7, 702
A.2d 850, 854 n.7 (1997).; Sun Pipe Line Company v. Tri-State Telecommunications, Inc., 440 Pa.
Super. 47,62, 655 A.2d 112, 119 (1994). Since the damages being sought in this case are for
accounting malpractice, Pennsylvania case law indicates that Rule 238 delay damages are not
applicable. SeeRizzov. Haines, 357 Pa. Super. 57, 65, 515 A.2d 321, 325 (1986) (concluding that
Rule 238 does not apply to alegal malpractice action). See also Wagner v. Orie& Zivic, 431 Pa.
Super. 337,341 n.2,636 A.2d 679, 681 n.2 (1994) (“[ T] o extend delay damagesto legal mal practice
cases would be to override the purpose of Rule 238, which is to encourage defendants in personal
injury actions to offer realistic settlement amounts.”). Even under Pennsylvania common law,
interest would not be recoverable since thedamages in thismatter are not fixed with any degree of
certainty. See Marrazzo v. Scranton Nehi Bottling Company, 438 Pa. 72, 74-75, 263 A.2d 336, 337
(1970) (under Pennsylvania common law, interest may be awarded by the jury in cases of
unliquidated damages where “the compensation can be measured by market value or ather definite
standard”); Braig v. Pennsylvania State Employes’ Retirement Board, 682 A.2d 881, 886-87
(Commw. Ct. 1996) (under Pennsylvania common law, interest may be imposed in the absence of
any express contract if: (i) the debt was liquidated with some degree of certainty; and (ii) the duty
to pay it became fixed.).
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the Trustee’s damage claim,” | find the possibility that shareholders will recover are
extremely slim to none.”®* Consequently, | am not concerned that allowing this litigation to
proceed on its merits would allow a wrongdoer to benefit contrary to the objective of tort
liability that only victims be compensated.

Thus, it is apparent that not only are the beneficiaries of a recovery againg Grant
Thornton the creditors who are innocent victims of the harms visited upon the corporation,
but that the shareholders, including Fred, the wrongdoer, will not enjoy any fruits of this

lawsuit. Schacht, 711 F.2d at 1348.* The second objective of tort liability, i.e.,

%5 Not surprisingly, Grant Thornton’s expert Ernest L. Ten Eyck tekes a dim view of

Santarelli’ s damages opinion. Finding the bads for hisnumbers anything but clear, aview | share,
Van Eyck notesthat the damage cal cu ation appears to be based on the decreased businessvaluefor
each period that the material mistatement of Debtor’s financial statement was not uncovered by
Grant Thornton. He challenges not only the measurement of decreased value but the premise that
had Grant Thornton staed the inventory at its true value, subsequent losses would have been
prevented. See Appendix to reply Brief in Support of Grant Thornton’s Motion for Summary
Judgment, Exhibit N, Report of Ernest L. Ten Eyck at 39-41.

46

Even supposing damages in the amount of Santarelli’s highest damage estimate
($6,237,681) were awarded, which while a possibility seems remote, the difference between this
number and the recovery needed to pay the clams of creditorsin full, not including continuing
accruing administrative expenses such as the costs of trial, is $215,981 ($6,237,681-$6,021,700).
If Santarelli’s next highest damage estimate ($5,785,711) is used, see supran.43, the estatewould
have insufficient funds to pay creditorsin full.

" Distingui shing Cenco, the Seventh Circuit’ s findings in Schacht are instructive here:

First, any recovery by the Director from the instant suit will inureto

Reserve's estate.  And under the distribution provisions of the

governingliquidation statute, itisthe policyholdersand creditorswho

have first clam (after administrative costs and wages owed) to the

assets of the estate. [citation omitted]. Thus, the claims of these

entirely innocent parties must be satisfied in full before Reserve's
(continued...)
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compensating the victim, would thus be furthered if the Trustee is allowed to pursue his

action.

(c) Result of Cenco analysis

Applying the record before me to the legal authorities described above, | find that
refusingto allow Grant Thornton to invoke the imputation defense agai nstthe Trusteeserves
both objectives of tort liability. As noted aove, | believe that the Pennsylvania Supreme
Court would allow atrustee to prosecute alawsuit against a corporation’s auditors without
being subject to the invocation of the imputation doctrine to prevent the occurrence of an
inequitable result. As such, the Trustee should be accorded insulation from the equitable
defense of imputation that could be raised against the Debtor. Significantly, while the
equitiesmay weigh against allowing Grant Thornton to invoke the imputation defense, the
Trustee must still prove that the auditor’s conduct caused its damages in order to recover.

See In re Sunrise Securities Litigation, 818 F. Supp. 830, 843 (E.D. Pa. 1993) (prohibiting

defendant from raising imputation defense to FDIC’ s suit does not lessen FDIC’ s burden at

trial to provethat itslosseswer e caused by defendant’ swrongful conduct); Comeau v. Rupp,

810 F. Supp. 1127, 1142 (D. Kansas 1992) (“refusing to imputeto the FDIC the conduct and
knowledge of [the failed savings and loan’s] managers does not lessen plaintiff’s burden to

provethat itslosses were caused by the Accountant’ s wrongful conduct.”). Thatwill bethe

(...continued)
shareholders, last in line for recovery, receive anything.

711 F.2d at 1348.
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province of the jury since | decline to grant summary judgment in favor of Grant Thornton

on Countsll, Il and IV.
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B. Contributory Negligence

Grant Thornton also contends that the Trustee’s claims are barred because the Debtor
was contributorily negligent. According to Grant Thornton, the company was negligent in:
(i) failing to institute adequate safeguards to prevent Fred’ s defalcations; and (ii) failing to
discover Fred’s manipulations of inventory. Grant Thornton’s Mem. at 38-39.

Under Pennsylvania law, the contributory negligence of a plaintiff in an auditor
mal practicecase is a defense only when it contributed to the auditor’ s failure to perform the

contract and report the truth. Waslow I, supra, 212 B.R. at 92 (quoting Jewelcor Jewelers

and Distributors, Inc. v. Corr, 373 Pa. Super. 536, 551, 542 A.2d 72, 80 (1988),

appeal denied, 524 Pa. 608, 569 A.2d 1367 (1989)). In adopting thisrule, sometimes called

the “audit interference” rule, see National Credit Union Administration Board v. Aho,

Henshue & Hall, 1991 WL 174671, at *3 (E.D. La. 1991); Scioto Memorial Hospital

Associationv. Price Waterhouse, 74 Ohio St.3d 474,476, 659 N.E.2d 1268, 1272 (1996) the

Pennsylvania Superior Court relied upon the principles espoused inNational Surety Corp. v.

Lybrand, 256 App. Div. 226, 9 N.Y.S.2d 554 (1939), wherein the court stated:

We are. . . not prepared to admit that accountants are immune
from the consequences of their negligence because those who
employ them have conducted their own business negligently
... Accountants, as we know, are commonly employed for the
very purpose of detecting defalcations which the employer’s
negligence has made possible. A ccordingly, we see no reason
to hold that the accountant is not liable to his employer in such
cases. Negligence of the employer isadefense only when it has
contributed to the accountant’s failure to perform his contract
and report the truth. Thus, by way of illustration, if it were
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found that the members of [the employing firm] had been
negligent in connection with the transfer of funds which
occurred at about thetime of each audit and that such negligence
contributedto thedefendants’ falsereportsit would beadefense
to an actionfor it could then be said that the defendants’ failure
to perform their contract was attributable, in part at lead, to the
negligent conduct of the firm.

256 App. Div. at 235-36, 9N.Y.S.2d at 563. Under thisstandard, the defense of contributory
negligence does not apply unless: (1) the plaintiff was negligent; and (2) the negligence
contributed to the defendant’s failure to perform his contract and report the truth.”® 1d.

See Federal Deposit Insurance Corporation v. DeL oitte & Touche, 834 F. Supp. 1129, 1144

(E.D. Ark. 1992) (“The National Surety rule does not bar the assertion of a contributory
negligence defense but merely limits its scope. States following National Surety allow
accountants to blame their clients, but only for conduct that contributes to the accountants’
mistakes, as opposed to conduct that may have directly caused the clients’ losses.”);

Comeau v. Rupp, 810 F. Supp. 1172, 1181-82 (D. Kansas 1992) (referring to rule espoused

8 Grant Thornton assertsthat since the comparative negligence statute does not applyinthis
case, if the Debtor is found to be just one percent (1%) negligent, the Trustee's two claims for
negligence and negligent misrepresentation arebarred by the principle of contributory negligence.
Grant Thornton’s Mem. at 40-41. While | agree that the comparative negligence statute does not
apply in this case, Rizzo v. Michener, 401 Pa. Super. 47, 53-54, 584 A.2d 973, 976 (1990) (“The
Pennsylvania Comparative Nedigence Act only appliesto negligence resulting in death or injuries
to persons or damageto property. Theremust be atortious episode w hich causes damageto tangible
real or persona property.”), appeal denied, 528 Pa. 613, 596 A.2d 159 (1991); Westcoat V.
Northwest Savings Association, 378 Pa. Super. 295, 300, 548 A.2d 619, 621-22 (1988)
(Pennsylvania scomparative negligence statute doesnot apply to all actionsfor negligence, butonly
those resulting in death or injury to person and property; the statutes does not apply to pocketbook
losses), the defense of contributory negligence has been limited in the context of audit malpractice
cases. Under thelaw of Pennsylvania, as explained above, the contributory negligence of aplaintiff
in an accounting malpractice is a defense only when it contributed to the defendart’s failure to
perform its contract and report the truth.
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in National Surety Corp. v. Lybrand, supra, asamodified form of contributory negligence).

Grant Thornton provides the following examples of Debtor’ s negligence:

Emanuel Greenberg refused to require his brother to relinquish
control over prepaid inventory accounting matters to permit
Steve Cohn to start tracking the transactions ashe wanted to do
and as Grant Thornton recommended. Moreover, despite
knowing that there were issueswith prepaid inventory, Emanuel
Greenberg never checked or verified his brother’s work in
matching up the delivery receipts with the other prepaid
inventory documentation.”® In addition, the Company failed to
improve itsinternal controls by: (i) using apersonal computer
to track all prepaid inventory payments and receipts and a
control sheet; and (ii) retaining additional documentation
supporting each prepaid inventory transaction and preparing an
inventory log to be maintained by the Company’ s controller.>

Grant Thornton’s Mem. at 41. Even if | agreed that the Debtor was negligent in these
respects, such negligence would not bar the Trustee’s claims unless| also concluded, as a
matter of law, that the Debtor’s negligence contributed to Grant Thornton’s failure to
perform its contract and report the truth. | cannot make such aruling on this record.
Debtor has submitted evidence which could support a finding that Grant Thornton

acted negligently in the years relevant hereto by not requiring Debtor to produce, in

%9 While there is evidence in the record that Emanuel was not satisfied with themanner in
which Fred was operating the Debtor’ s prepaid inventory business, | am unaware of any evidence
indicating that Emanuel had any suspicion that there was a discrepancy in the arrival dates of
Debtor’ s shipments of prepaid inventory. Accordingly, Emanuel had no reason to check or verify
his brother’s work in matching up the delivery receipts with the other prepaid inventory
documentation.

% Sgnificantly, Grant Thornton recommended that Debtor retain additional documentation
for the prepaid inventory and maintain an inventory log for such inventory only after its audit in
1993.
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conjunctionwith each of Grant Thornton’s audits, the USD A forms applicable to each of its
shipments of prepaid inventory. Had these forms been utilized by Grant Thornton to cross-
check thearrival datesof Debtor’ sprepaidinventory, then regardless of Debtor’ snegligence,
Grant Thornton would have discovered Fred’'sfraud. Based on such evidence, areasonable
trier of fact could conclude that Grant Thornton’ snegligence caused Debtor’ slosses andthat
Debtor’ s negligence, if it even was negligent, did not contribute to Grant Thornton’ sfailure
to report the truth. Under Pennsylvania law, “[c]ontributory negligence should not be
declared as amatter of law unlessthe record inescapablyleads to that conclusion; otherwise,

the questionisreserved for determination by thejury.” Solomonyv. Baum, 126 Pa. Commw.

646, 650, 560 A.2d 878, 880 (1989), appeal denied, 525 Pa. 636, 578 A.2d 930 (1990).

See also PNC Bank of Kentucky, Inc. v. Housing Mortgage Corp., 899 F. Supp. 1399, 1409

(W.D.Pa. 1994) (concludingthat the analysisfor audit interference under Jewelcor Jewelers

and Distributors, Inc. v. Corr, supra, “involves numerous issues of fact, including whether

any contributory negligence was substantial enough to relieve the defendant of liability”).
Sincetherecord doesnot”inescapably’ |ead to the conclusion that Debtor wascontributorily

negligent, summary judgment on this issue cannot be granted.>*

® Grant Thornton also asserts that the Trustee's daims are barred by the Debtor’s

contributory negligence because Fred's “conduct constituted deliberate interference with Grant
Thornton’ s audits and was the proximate cause of the Company’ slosses.” Grant Thornton’sMem.
at 39, 41-43. Grant Thornton contendsthat application of thistheory doesnot requiretheimputation
of Fred’s conduct to the Debtor. Seeid. at 39. However, Grant Thornton hasfailed to explainits
position inthisregard. In addition, the casewhich Grant Thomton cites in support of its position,
namely First American Mortgage Company, Inc. v. Sacks (In re Stratton), 99 B.R. 686, 692-695

(continued...)
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C. The Trustee’s Claims of Fraud and
Aiding and Abetting Fraud

Counts |11 and IV of the Amended Complaint contain claimsfor fraud, and aiding and
abetting fraud, respectively. Grant Thornton contends that the fraud claim in Count 111
should be dismissed becausethe Trustee hasfailed to present clear and convincing evidence
of the elements of fraud. With respect to Count 1V, Grant Thornton arguesthat it should be
dismissed because aiding and abetting fraud is not recognized as a cause of action under
Pennsylvania common law. Each of these argumentsis addressed below.

1. Countlll - Fraud

In order to proveaclaim for fraud, a plaintiff must establish the elements of fraud by

clear and convincing evidence. Royal Indemnity Company v. Deli By Foodarama, Inc., 1999

WL 178543, at* 7 (E.D. Pa.March 31, 1999); Krausev. Great L akes Holdings Inc., 387 Pa.

Super. 56, 67, 563 A.2d 1182, 1187 (1989), appeal denied, 524 Pa. 629, 574 A .2d 70 (1990).

The elements are: (1) a misrepresentation; (2) made with knowledge of its falsity or

(...continued)

(D.Md.), aff’d, 900 F.2d 255 (1989), while stating otherwise, appearsto be premised on imputation
of the wrongdoers conduct to the corporation. In the aforementioned case, the district court
concluded that it did not have to decide the issue of imputation because the wrongdoer was in
“substantial control of the affairs of the corporation” (which seems to be anapplication of thesole
actor exception to the imputation rule). 99 B.R. at 694. Rather, the district court held that the
negligent acts of the wrongdoers were chargeable to the company under the theory of respondent
superior, reasoning that the wrongdoerswere acting within the scope of their employment and in
furtherance of the company’ s business when they committed the negligent acts in question which,
sgnificantly, is the same test applied under Pennsylvania law for imputation. 99 B.R. at 694-95.
SeeWaslow |, supra, 212 B.R. at 83-84 (under Pennsylvanialaw, the fraud of acorporate officeris
imputed to the corporation when the officer's fraudulent conduct was in the course of his
employment and for the benefit of the corporation).
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recklessness as to whether itis true or false; (3) an intent by the maker that the recipient be
induced to rely on the misrepresentation; (4) justifiable reliance by the recipient; and

(5) damage to therecipient. First Capita Corporation v. Country Fruit, Inc., 19 F. Supp.2d

397, 401 (E.D. Pa. 1998) (citing Gibbs v. Ernst, 538 Pa. 193, 207, 647 A.2d 882, 889

(1994)); Delahanty v. First Pennsylvania Bank, N.A.., 318 Pa. Super. 90, 108, 464 A.2d

1243, 1252 (1983); Krause v. Great L akes Holdings Inc., supra, 387 Pa. Super. at 67, 563

A.2d at 1187. Fraud is proven when “it is shown that the false representation was made
knowingly, or in conscious ignorance of thetruth, or recklessly without caring w hether it be

trueor false.” Delahanty v. First PennsylvaniaBank, N.A.., 318 Pa. Super. at 108,464 A.2d

at 1252. In order to defeat a defendant’s motion for summary judgment, a plaintiff must
come forward with evidence which could lead ajury to find clear and convincing proof of

fraud. Fisher v. Aetna Life Insurance & Annuity Company, 39 F. Supp.2d 508, 511-12

(M.D. Pa. 1998).

Based on the allegations in the Amended Complaint, the bases of the Trustee’ s fraud
claim in Count 11l appear to be threefold. The Trustee alleges that Grant Thornton
committed fraud by: (i) concealing a bank overdraft by making adjustments to Debtor’s
books and records and failing to disclose the aggregate lending cap set by the banks;
(i1) adjusting the Debtor’ sjournal entriesto eliminate a negative balance caused by Debtor’ s
practice of holding checks; and (iii) misrepresenting that the Debtor’s financial statements

were accurate even though the prepaid inventory balances wer e overstated. See Amended
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Complaint 137-52. See also Trustee’sMem. at 36-38; > Grant Thornton’sMem. at 44-49.

Having reviewed theevidenceintherecord, | concludethat to the extent the Trustee’s
fraud is based on Grant Thornton’s alleged concealment of the Debtor’ s bank overdraft and
the adjustments which it made to D ebtor’ sjournal entriesin order to eliminate the negative
cash balance that resulted from Debtor’s practice of holding checks, the claim cannot
withstand summary judgment. The evidence revealstha Emanuel, Fred and Cohn were all
aware of the Debtor’ s aggregate borrowing limits, and that both Emanuel (on adaily basis)
and Cohn (on amonthly basis) were aware of the aggregate amount of Debtor’ s borrowings.
Accordingly, the Trustee cannot prove that the Debtor justifiably relied upon Grant
Thornton’ s representations regarding the amount of credit which D ebtor had available to it
and Grant Thornton’s alleged concealment of the Debtor's bank overdraft Stuation.
Furthermore, the record reflects that Emanuel was aware that: (i) checks were being issued
and held by Debtor; and (ii) Grant Thornton was making adjustments to Debtor’ s books and
recordsin order to redassify the checksback to accounts payable and cash (so that the books
and recordswould accurately reflect what had and had not been paid). Therefore, the Trustee

cannot prove that D ebtor was unaware that its financial statements had been adjusted to

°2 According to the Trustee, the adjustmentswhich Grant Thornton made toDebtor’ sjournal
entries to conceal the negative balance created by its practice of holding checks was part of Grant
Thornton’s effort to conceal the Debtor’ s bank overdraft. See Trustee’'s Mem. at 41-42 (“[T]here
IS no question that Grant Thornton knew that the lines of credit were exceeded resulting in a bank
overdraft and that the overdraft was conceal ed on the financial statementsthrough Grant Thornton’s
affirmative journal entrieswhich reclassified checkswhich wereissued and outstanding but not yet
presented back to accounts payable and cash.”).
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account for the checks which it was holding.

Asfor theremaining aspect of the Trustee’ sfraud claim, Grant Thornton contendsthat
the Trustee has failed to present clear and convincing evidence that it committed fraud by
representing that the Debtor’s prepaid account balances were accurate. Grant Thornton’s
Mem. at 48. While | agree with this proposition as to Grant T hornton’s conduct prior to

1993,>® | find that there is evidence in the record which could lead a jury to conclude that

*3 While | agree with Grant Thornton’s position as to its conduct prior to 1993, | find its
discussion of theevidencein support of itsposition unpersuasive. Grant Thornton arguesasfollows:

Fred Greenberg's fraud went undetected by everyone until it as
uncovered by Grant Thornton’ sauditorsduringthe 1994 audit. Even
Steve Cohn, the Company’s controller, a person with a degree in
accounting and a certified public accountant, who once worked at
Coopers & Lybrand and a self-described “ accounting and inventory
specialist” wasfooled. App. Ex. B at 6-10. Thereisno evidence, let
alone clear and convincing evidence that any Grant Thornton auditor
either knew, or had reason to know, of thefraud prior to itsdiscovery
during the 1994 audit. Furthermore, there isno evidence that Grant
Thornton acted reckl essly. To the contrary, the evidence shows that
Grant Thornton was aware of the significance of prepaid inventory
balances, tested each and every prepaid inventory transaction every
year, and made suggestions on how the Company could improve its
accounting for this asset.

Trustee's Mem. at 48-49. Whether Cohn discovered Fred's fraud is irrelevant to whether Grant
Thornton acted recklesdy in not discovering it. Cohn could not insist that Fred implement tighter
controlsover the prepaid inventory, but Grant Thornton, as Debtor’ sauditor, could. Indeed, thatis
how the fraud was finally discovered in 1994 -- Grant Thornton refused to issue an unqualified
opinion on Debtor’s financial statements unless the USDA Fomm 9540-1's were produced.
Moreover, if Cohn had had the ability toinsist that Fred implement his suggestionsfor keeping track
of prepad inventory, Cohn would have, in al likelihood, discovered the fraud since he came close
to doing so when he tried to implement the suggestions on his own. Also, the fact that Grant
Thornton tested 100% of the prepaid inventory does little to further Grant Thornton’ s cause since,
indoing the testing, it was relying on the receiving date which Fred manufactured and not utilizing
any third party document to verify the same. Theissueis whether Grant T hornton acted reckl essly,

(continued...)
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Grant Thornton committed fraud in issuing its unqualified opinion of Debtor’s financial
statements in 1993.

Viewingtheevidencein thelight most favorableto the Trustee, the evidencereveals

(...continued)
in consciousdisregard for the truth, in relying solely upon theinternally generated Delivery Receipt
to verify the arrival date of Debtor’s prepaid inventory.

>* The Trustee summari zesthe evidence supporting itsclaim that Grant Thornton committed
fraud by misrepresenting that the Debtor’'s financia statements were accurate even though the
prepaid inventory balances were overstated, stati ng:

[I1n 1993 Grart Thornton analyzed the receiving date on the Steer
documents and compared it to the receiving date on the internal
receiving dip. This analysis reveded a two month difference
between the time the goods were arriving at the port in Philadelphia
and the Debtor’s warehouse. In addition, during the course of the
1993 audit and before the opinion wasissued, Grant Thornton had in
its possession hundreds of USDA documents which conclusively
showed that the receiving date on the internal receiving dlip was
incorrect. Despite the fact that Grant Thornton knew that there was
atwo monthlag between the arrival of goodsin Philadelphiaand the
arrival of good inthewarehouse according thereceiving dlip [sic] and
that Grant Thornton had in its possession the very documents which
would during the next audit prove that the receiving dates were
doctored, Grant Thornton issued an unqualified opinion.

* % %

Findly, had Grant Thornton taken a step back and looked at
prepaidinventory asapercentage of salesfor theperiod 1990 through
1993, it would have discovered that the prepaid inventory grew
substantially while during [the] period of 1986 through 1994,
inventory (other than prepaid) remained at arelatively constant level
between 5.4 % and 6.7% of saes. ... In 1994, once the misstatement
in the Prepaid Inventory account was corrected, the level of Prepaid
Inventory to sales fell to substantially the same level.

In addition, it is probative to note that after the 1993 audit,
(continued...)
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that Grant Thornton incorrectly believed that the same operations and controls applied to
Debtor’s prepaid inventory business and its domestic meat business and that, as a result,
Grant Thornton misunderstood Debtor’ soperationsasthey pertainedtoitsprepaid inventory
business. Based on this misunderstanding, Grant Thornton concluded that D ebtor’ sinternal
procedures for its prepaid inventory busness included a “segregation of duties” and,
therefore, that it could rely upon the Debtor’s internally generated Delivery Receipt as
evidence of when shipments of prepaid inventory had arrived at the Debtor' s warehouse.
According to the Trustee's Expert Report, Grant Thornton should have performed a walk-
through to test its understanding of the prepaid inventory portion of Debtor’ sbusiness. Had
such a walk-through been performed, Santarelli opines that Grant Thornton would have
realized that the prepaid inventory bugness did not utilize a segregation of duties and that
third party documentation existed to verify the arrival dates of the inventory. While this

evidence could support afinding of negligenceagainst Grant Thornton, it doesnot constitute

(...continued)

Grant Thornton finally determined that it required independent third
party confirmation of the receiving date and insisted that it receive
copiesof the USDA inspection reports. The USDA inspection report
wasrequired as* additional audit evidenceto support theclaimsbeing
made by management.” Whenthe USDA inspection reportswere not
provided to Grant Thornton at the beginningof the 1994 audit, David
Burns told the Debtor that Grant Thornton “may treat this as a
limitation on the scope of our audit” and, asaresult, Grant Thornton
would consider modifying its opinion or resigning for [sic] the
account because of the failureto provide the requested documents.

Trustee' s Mem. at 36-38.
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“clear and convincing evidence” that Grant Thornton acted recklessly with a disregard for
the truth.

Therecord also establishesthat, duringits 1993 audit, Grant Thornton noticed thatthe
time periods between the arrivd dates on the forms which Debtor’s custom broker, John
Steer, prepared when a shipment of prepaid inventory arrived in the United States and the
arrival dates on the Delivery Receipts at Debtor’s warehouse were getting longer. When
Grant Thornton questioned Fred on this issue, he provided an explanation for the delay.
Grant Thornton verified the explanation by contacting John Steer. See Barker Dep. at 88.
Viewed inisolation, thiseffort by Grant Thornton to analyze the time period between arrival
datesand, thereafter, to verify Fred’ s explanation for why the time period between them was
getting longer shows a concern for the truth and not a reckless disregard for it.

However, the record further reveals that Grant Thornton was aware asearly as1988
of the existence of the USDA Form 9540-1 which it could have utilized to verify thearrival
date of shipments of prepaid inventory. While Grant Thornton was originally unaware that
Debtor had accessto these forms, near theend of itsauditin 1993 Grant Thornton discovered
adrawer full of them in Debtor’swarehouse. An attempt was made to match theformswith
the Delivery Receipts so that the dates listed thereon could be verified, but it proved too
difficult to do; the forms were too numerous and unorganized. Grant Thornton made no
attempt to obtain organized copies of these documents. According to Grant Thornton,

although it now knew that third party verification of the delivery dates existed, it considered
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it unnecessary tohave the USDA formsfor the 1993 audit because of itsreliance on Debtor’ s
segregation of duties. Y et, Grant Thornton refused to rely upon the Debtor’ s segregati on of
dutiesfor its 1994 audit. Rather, it demanded that Debtor produce the USDA formsfor the
1994. When Fred failed to comply with this demand, Grant Thornton advised him that
without the forms, it would not issue an unqualified opinion or would resign from its audit.
| believe this evidence could lead a trier of fact to conclude that Grant Thornton acted
recklessly inissuing its unqualified opinion in 1993. If Grant Thornton would not issue an
unqualified opinionin 1994 relying solely upon the Debtor’ ssegregation of duties, then why
did it do so in 19937

The Trustee's claim in Count |11 of the Amended Complaint shall survive summary
judgment to the extentit is based on Grant Thornton’s representation in 1993 that D ebtor’s
financial statements were accurate even though the prepaid inventory balances were
overstated. The other bases of the claim are dismissed.

2. Count V - Aiding and Abetting Fraud

As noted above, Grant Thornton contends that Pennsylvania does not recognize an
action for aiding and abetting fraud. Decisions from the district court support this

contention.® SeeKleinv. Boyd, 1996 WL 675554, at *33 (E.D. Pa. Nov. 19, 1996) (“[T]he

°% |nCenco, supra, thetrial court entered adirected verdid in favor of theauditor and against
the plaintiff company on its claim for aiding & abetting fraud. On appeal, the Seventh Circuit
affirmed the trial court’s ruling on this count, reasoning, in pertinent part:

[W]e can easly dispose of the charge that [the auditor] aided and
(continued...)
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Pennsylvania Supreme Court has never recognized a cause of action for aiding and abetting

common law fraud.”), aff’d in part and rev’'d in part, 1998 WL 55245 (3d Cir. 1998),

rehearing en banc granted and judgment vacated, (March 9, 1998); S. Kane & Son Profit

Sharing Trust v. Marine Midland Bank, 1996 WL 325894, at * 9 (E.D. Pa. June 13, 1996)

(granting summary judgment on claim for aiding and abetting since “ Pennsylvania has not
adopted this cause of action.”). Rather than directly addressing this argument, the Trugee
lists the elements of a cause of action for aiding and abetting and cites two cases, namely

Walck v. American Stock Exchange, Inc., 687 F.2d 778, 791 (3d Cir. 1982), cert. denied, 461

U.S. 942 (1983), and Kranzdorf v. Green, 582 F. Supp. 335, 337 (E.D. Pa. 1983), in support

thereof. Significantly, in Walck v. American Stock Exchange, Inc., supra, the Third Circuit

listed the elements for holding aparty secondarily liable for “aiding and abetting a securities

violation” and not aiding and abetting common law fraud. Walck, supra, 687 F.2d at 790-

(...continued)

abetted thefraud by Cenco’ smanage's. Thereisno tort of aiding and
abetting under lllinoislaw or, so far aswe know, thelaw of any other
state; all the cases that Cenco has cited with regard tothis count are
criminal cases. Thisisnot agap in tort law. Anyonewho would be
guilty in acriminal proceeding of aiding and abetting a fraud would
be liable under tort law as a participant in the fraud, since aider-
abettor liability requires participaion in the criminal venture. The
only utility of aseparatetort of aiding and abetting in the commission
of atort would beto gve plaintiffs' lavyersone more chargetofling
at the jury in the hope that if enough charges are made the jury may
accept at least one. In any event, creating a new lllinois tort is
something for the Illinois courts or legislature to do rather than the
federal courts

686 F.2d at 452-53 (citation omitted) (emphasis added).
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791. The district court in Kranzdorf v. Green, supra, relied upon Walck in identifying the

elements of aiding and abetting f raud without recognizing thisdistinction. Sincethe Trustee
has provided no meritorious asgument in opposition to Grant Thornton’s contention that
summary judgment should be granted on Count V, Grant Thornton is entitled to the relief
requested.
III. SUMMARY
The Motion shall be granted in part and denied in part. Summary judgment shall be
granted on Count V of the Amended Complaint, but denied on Counts |1, Il and V.

An Order consistent with the foregoing Memorandum Opinion shall be entered.

DIANE WEISS SIGMUND
United States Bankruptcy Judge

Dated: October 5, 1999
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UNITED STATES BANKRUPTCY COURT
FOR THE EASTERN DISTRICT OF PENNSYLVANIA

Inre : Chapter 7

JACK GREENBERG, INC., : Bankruptcy No. 95-13891DWS
Debtor.

LARRY WA SLOW, Trustee for : Adversary No. 97-0068

Jack Greenberg, Inc.,

Plaintiff,
V.
GRANT THORNTON LLP,

Defendant.

ORDER

AND NOW, this 5th day of October, 1999, upon consideration of the Motion of
Defendant Grant Thornton for Summary Judgment on the Claims Set Forth in Counts|l1, 111,
IV and V of the Trustee’s Amended Complaint (“Motion”), and after hearing with notice;
and for the reasons set forth in the accompanying Opinion (“Opinion”);

Itishereby ORDERED and DECREED that:

1. The MotionisGRANTED in part and DENIED
in part;

2. Summary judgment is GRANTED in favor of



Grant Thornton on Count V of the Amended
Complaint; and

3. Summary judgment isDENIED on Countsl|, 111
and IV of the Amended Complaint.*

DIANE WEISS SIGMUND
United States Bankruptcy Judge

Copiesto:

COUNSEL FOR THE TRUSTEE/PLAINTIFF

Walter Weir, Esquire
WEIR & PARTNERS
Suite 1200

100 S. Broad Street
Philadelphia, PA 19110

COUNSEL FOR DEFENDANT GRANT THORNTON, LLP

Arlene Fickler, Esquire
HOYLE, MORRIS & KERR
Suite 4900

1650 Market Street
Philadelphia, PA 19103

UNITED STATES TRUSTEE

Dave Adams, Esquire

601 Walnut Street

Curtis Center - Suite 950 W est
Philadelphia, PA 19106

! For the reasonsset forth in the Opinion, the Trusteg s claim in Count II1 is limited to
his contention that Grant Thornton fraudulently represented in 1993 that Debtor’ s financial
statements were accurate even though the prepaid inventory balances were overstated.
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